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PREFACE 


The repeated calls for new editions of a smaller book on 
economics from the same publishers have encouraged the 
author to prepare this further volume, which, it is thought, 
may prove useful to those who wish to make a more 
detailed study of the subject. The first book. The Sub¬ 
stance of Economics,wa.s compiled in summary form, which, 
despite its apparent appeal to examination candidates, 
permitted of only a limited amount of analysis and de¬ 
scription. In this work the writer has singled out for 
fuller consideration the structure and operation of indus¬ 
try, and some of the more important problems of valua¬ 
tion and income that arise. Part I, which deals with the 
system of production, is for the most part descriptive. 
In Part II, which is given up to the theory of value, the 
treatment is more analytical though none the less realistic. 
Part III, which is mainly concerned with the apportion¬ 
ment of the social income among the providers of labour 
and property, is also largely theoretical, but the reasoning 
is never allowed to lose contact with actual economic con¬ 
ditions and institutions. 

Sections of this book have appeared in The Accountants' 
Journal, and are reproduced by permission of the Editor. 


September, 1931 


H. A. S. 
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PART I 

THE SYSTEM OF PRODUCTION 




ECONOMICS OF THE 
INDUSTRIAL SYSTEM 


SECTION 1 
INTRODUCTORY 

In a world of changing industrial structure and public policy a know¬ 
ledge of economics, and its relationship to the other social sciences, 
is of first importance. Largely for convenience of exposition, the 
study of the industrial system follows the order of production and 
consumption, exchange and distribution. The principles of valua¬ 
tion, however, are fundamental and, subject to certain conditions, 
govern cill forms of economic activity. 


The Importance of Economics 

It is a healthy sign that people are taking an ever- 
increasing interest in the workings of the industrial 
system and in the principles that underlie all economic 
relations. It is now generally recognized that the econo¬ 
mic structure has not evolved as a result of blind natural 
forces, beyond the power of man to control, but that, as 
man himself is responsible for moulding the existing 
system, he should be able to modify and remove the abuses 
and defects that are, under prevailing conditions, so liable 
to arise. 

This view marks a distinct step from the notion of 
laissez-faire or economic freedom current in the early 
nineteenth century, when so much of the economic doc¬ 
trine that influences thought even to-day first saw light. 
The political theorists of that time emphasized what they 
considered to be a close harmony between private interest 
and public advantage. They urged that neither the 
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4 ECONOMICS OF THE INDUSTRIAL SYSTEM 

central nor any other authority had the right to interfere 
with what was deemed to be the "natural” order of society. 
The economists backed them up with the weighty argu¬ 
ment that public intervention was bound to hinder the 
material progress of the nation. Their opinion certainly 
seemed to be supported by the considerable advance in 
the national wealth during those years, much of which 
was largely attributable to individual enterprise and 
initiative. 

But in more recent years the doctrine of "let alone’’ 
has had to face an increasing volume of criticism. People 
have gradually realized that an improvement in economic 
wealth is not always accompanied by an advance in social 
welfare. The long-taught principle that what is good 
for the individual is necessarily good for the community 
does not command the same facile acceptance that poli¬ 
tical and economic thinkers of a century ago gave to it. 
There is still, of course, considerable difference of opinion 
on the degree in which public interference is desirable, but 
there are few nowadays who show unswerving adherence 
to the principle of non-interference. The policy and 
programme of the supposed reactionary parties of to-day 
would have seemed beyond the dreams of the most 
radically minded only a few generations ago. 

Under such conditions a knowledge of the workings of 
the industrial system becomes more essential than ever. 
Both in national and local affairs the electorate and their 
representatives are asked to pass judgment on proposals 
that, for good or ill, increasingly affect the economic 
welfare of the people, and whether the judgment turns 
out to be sound or otherwise depends largely on the 
understanding of the economic principles involved. 

Unfortunately, many would-be reformers, in their en¬ 
thusiasm for social improvement, give insufficient atten¬ 
tion to the working of the existing system and the basis 
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on which it rests, with the possible result that the pre¬ 
scribed cure turns out to be worse than the complaint. 
The voter, on his part, is confronted with all kinds of 
specious remedies for the troubles that beset him, most 
of them entailing some further interference with or 
modification of the economic machine, and, as likely as 
not, he “falls for” the nostrum that is put forward in the 
most plausible guise. It is obvious that one should have 
a thorough knowledge of the prevailing economic order 
before embarking upon any scheme for its reconstruction. 
The present system rests largely on the foundation of 
private property. The merits of this basis should be 
properly assessed before deciding in favour of another. 
Free enterprise and the right of private contract are also at 
the basis of the existing structure. Here, too, the function¬ 
ing of these conditions should be fully known and judged 
before a new programme, involving perhaps a change in 
such institutions, is embarked upon. 

The Scope of Economics 

Having entered upon a study of economics, however, 
the newcomer soon discovers the limits of the subject, 
particularly if his chief interest is to discover some prac¬ 
tical rules for the improvement of society. Economists 
are the first to point out that the science they profess 
deals with only one aspect of human behaviour. They 
take pains to point out, with perhaps undue modesty, 
that they are content with analysing and explaining the 
economic system as they find it. They are not concerned, 
they say, with conditions as they would like them to be 
under a different moral order, with a system in which 
the desire for gain was not the chief motive. Such con¬ 
siderations, they, aver, belong to ethics rather than to 
economics. Similarly, they usually take pains to disso¬ 
ciate their specific treatment of the subject from politics. 
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jurisprudence, psychology, and the various other social 
sciences that deal with the several manifestations of 
human thought and action. But, while it is necessary 
to draw some line between these departments of inquiry, 
for their range is so wide that no one person can satis¬ 
factorily study them all, there is a certain danger lest 
the compartments should become too watertight and 
independent. These sciences have man as their central 
and common factor, and their respective teachings, collec¬ 
tively as well as individually, are of help in throwing light 
on his problems. 

In this volume we are primarily concerned with inves¬ 
tigating the operation of the existing industrial system, 
and not with advancing or criticizing any proposals for 
its reform or reconstruction. Political, psychological, and 
other non-economic considerations need therefore be 
taken into account only in so far as they help to a clearer 
understanding of this system. Our survey will be as 
much descriptive as analytical, for economics is a realistic 
science and a knowledge of the actual industrial structure 
is necessary before the governing principles can be ascer¬ 
tained and their significance understood. 

Production and Consumption 

In the first part we shall be chiefly occupied with an 
examination of the economic conditions under which 
wealth is produced, with the work that man performs in 
moulding and modifying these conditions, and with the 
characteristics of industrial organization in general. 
Production has a wider significance than is commonly 
supposed. It comprises not only the activities that go to 
the actual making of goods in the purely physical sense, 
but also those that add a utility of a less tangible or 
obvious kind. Some utihties are elemental; they are not 
the result of labour, but are possessed by commodities 
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in their natural state. The utility of spring water, for 
example, in quenching one’s thirst, is an attribute of 
this t 5 q)e. A person who carries water from an oasis 
into the desert adds nothing, of course, to the inher¬ 
ent quality of the water, but he does add what the 
economist describes as a utility of place, for a given 
quantity of water has a relatively higher utility in the 
desert than in the oasis. Further, a person who stores 
the water from a period of heavy rains to one of drought 
adds a utility of time, for the water in the second period 
affords a comparatively greater satisfaction. 

People, therefore, may render an essential service to 
production, though they are not engaged in the growing or 
manufacturing of goods. They are producers, even though 
the articles they deal with undergo no physical change at 
their hands. The transport services provide a utility of 
place; warehousemen supply a utility of time; bankers, 
accountants, shopkeepers, clerical workers and others, all 
play their part in the complex organization entailed in 
the production of wealth. It is thus incorrect to describe 
the production of an article as complete when it leaves the 
actual maker, for the full act of production is not achieved 
until the commodity is in the possession of the consumer. 

If production is the creation of utilities, consumption 
might be defined as the destruction of utilities. But this 
description, though literally true, is apt to be misleading, 
for consumption, though in a sense the opposite of pro¬ 
duction, may be simply a stage in the productive process. 
Wool is consumed in the weaving of cloth; cloth is 
consumed in the making of suits; throughout all the 
stages, from the clipping of the raw wool to the selling of 
the garment, allowance has also to be made for the 
“consumption” of machinery through wear and tear and 
obsolescence. Some economists have therefore distin¬ 
guished between “productive” and “unproductive” 
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consumption. By the one, they mean the consumption 
that is really a stage in production; by the other, they 
mean the final consumption of the article for its own 
direct utility. This distinction is helpful, provided that 
the "productive” consumption is not taken to be more 
important or socially necessary than "unproductive” 
consumption—an interpretation which might easily be 
drawn. Where goods are used up lavishly and wastefully, 
the consumption is unproductive in every sense. But, 
where they are employed in promoting the well-being 
and efficiency of the consumers, the result is likely, on 
the whole, to be distinctly beneficial. Consumption, not 
production, is the ultimate aim of all e^noifiic"activity. 

Valuation and Distribution 

Following what is, in the main, a descriptive account 
of the industrial system, we shall in the second part of the 
volume enter more deeply into the basic principles that 
underlie all economic activity. In valuation we reach 
the central problem. We study value, not merely because 
we want to know the degree in which a commodity will 
exchange for another, but because, having that know¬ 
ledge, we can better understand the working of the 
economic machine as a whole. The production of wealth 
is studied first, partly for reasons of simplicity and partly 
to provide a background, but the account of it is neces¬ 
sarily incomplete until the principles of valuation have 
been worked out and applied. The value of a commodity 
is naturally a first consideration in the minds of those who 
initiate production. The relationship, as will be explained, 
is reciprocal in that, while the character of the demand 
for, and the anticipated selling price of, an article influence 
the nature and extent of its production, the sum of the 
various costs that are entailed in making and selling the 
article has naturally a considerable bearing on the price. 
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But the principles of value can be shown to apply as 
well, though not always so directly or with the same 
force, to the rewards of the different producers. Up to 
a point it can be maintained that the apportionment or 
distribution of the social product takes place in accordance 
with the values placed on the services of the respective 
agents; that wages, profits, interest, and rent are them¬ 
selves subject to the same underlying and general forces. 
The connection, it will be shown, is not always distinct 
or fully worked out, particularly as public regulation and 
other “frictional” conditions exercise a considerable 
influence on the final distribution of income. But, even if 
the principles cannot be applied without qualification, that 
is no reason for ignoring the relationship that undoubt¬ 
edly exists. Similarly, in considering proposals for the 
redistribution of incomes, which would have the effect of 
altering the net values placed upon the services of the 
several agents, attention must be given to the possible 
reactions of these changed values on the continued sup¬ 
ply of the services. In short, the systems of production 
and distribution are physically interdependent, and it is 
the function of value, under perfect conditions, and in 
terms perhaps still to be discovered, to co-ordinate the 
two and bring about a proper balance. 



SECTION 2 

THE MEANS OF PRODUCTION 


In the early days of economic development production was simple and 
direct, the two primary factors being labour and land. But as 
development proceeded, a third factor, known as capital, emerged, 
and later still economists came to include yet another factor— 
organization or enterprise—as a distinctive agent. 

Labour and Land 

The modern economic machine is so complex that it is not 
an easy matter to distinguish and classify the many parts 
of which it is composed. For purposes of study, however, 
we may accept the conventional division of economic 
science into the departments of production, valuation, and 
distribution, though as we proceed in our investigation it 
will become increasingly evident that the division is some¬ 
what arbitrary, and that all sections of economic inquiry 
merge so imperceptibly into one another as to make a 
rigid boundary line quite impossible, even if it were desir¬ 
able. The production of wealth is necessarily influenced 
by the method of valuation and also by the manner in 
which the wealth of the community is distributed among 
its members. Both the quantity and the nature of the 
goods produced arc determined largely by the respective 
proportions of the total income going to the different 
sections of the people; while, on the other hand, the 
character of the distribution, it need hardly be said, is 
equally affected by the mode of production and exchange. 

In the early days of economic development production 
was simple and direct. It was simple in the sense that the 
methods were elementary and that all the necessary 
materials could be obtained, as a rule, on the spot. It was 
direct in the sense that men produced for their own per¬ 
sonal needs, that specialization was little known, and that 
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exchange was in consequence seldom called for. Under 
such conditions only two “factors of production" were 
found necessary, namely, labour and land. Labour, in 
economics, comprises all human effort directed to the 
' creation of utilities, but excludes effort spent for its own 
sake. Thus, the making of a cricket bat would be des¬ 
cribed as labour, and so would the services of a professional 
cricketer who makes use of the bat. But the activity of a 
man who employs it purely for pleasure would not be 
designated as labour (though it might be no less arduous), 
for it gives rise to no economic consideration. 

The second original factor of production, which is cus¬ 
tomarily described as land, also calls for some comment, 
though proper consideration is reserved for a later stage. 
The economist gives the word a much wider interpretation 
than is found in common use. It is taken to include, not 
only ordinary agricultural and urban land, but in addition 
all the resources of nature that are used in the production of 
wealth. Mineral ores and other deposits, springs and water¬ 
falls, tidal and general climatic forces—these and similar 
natural supplies are all comprised in the definition of land. 

Capital 

Labour and land have always been, and still are, the 
primary factors of production. But economic develop¬ 
ment had not proceeded far before the need of a third 
agent became recognized. Man's requirements had grown 
more ambitious, and his simple methods of production 
were no longer sufficient. At a very early stage in his 
history he recognized the folly of killing all his livestock, 
leaving none for purposes of breeding. He realized that, 
by setting apart some of his crop to serve as seed for the 
following year, he obtained more abundant harvests. He 
found that, by the use of tools and other implements, his 
capacity for production was considerably increased. Thus 
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there emerged the factor of production to which later was 
given the name of capital. 

In ordinary language capital is taken to be more or less 
identical with money, but in economic terms its signifi¬ 
cance is much wider. It is true that capital may take the 
form of money; a stockbroker’s capital, for instance, is for 
the most part in this liquid form. But, strictly speaking, 
any wealth that is segregated for the purpose of assisting 
in further production would be covered by the term. 
Thus, capital, while more comprehensive than money, is 
more restricted in scope than ordinary wealth. Only that 
portion of wealth that is devoted to further production 
can properly be regarded as capital. 

This is the "social” view of capital. There is, however, 
an "individual” view, which is obtained from a rather 
different standpoint. The first interpretation emphasizes 
the productive function of capital, resulting in gain to the 
whole community. The second stresses the fact that cap¬ 
ital yields an income to the owner, irrespective of whether 
the wealth is being employed productively or otherwise. 
For example, wealth that is lent to a spendthrift may 
yield a revenue, but not because of productive utilization. 
The interest may be paid out of current income or from 
the money itself, and not from any product directly at¬ 
tributable to the borrowed wealth. Such an investment 
may be very remunerative to the lender and, from his 
own point of view, he may reasonably regard it as his 
capital; but the benefit to the community of such an 
investment is virtually nil. It is preferable, on the whole, 
to employ the term in its "productive” or "natural” (as 
distinct from "acquired”) sense as an agent of produc¬ 
tion. As such it yields an income which represents a net 
addition to the community’s wealth, and not, as in the 
case of some "individual” capital, an income which is 
balanced by a debit elsewhere. 
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Capital and Savings 

It is obvious that the supply of capital depends in the 
first place on the physical capacity to turn out wealth in 
excess of the immediate requirements of the time. This 
should not be taken to imply, however, that an5rthing 
over and above the bare necessaries of life is to be regarded 
as potential capital, for the average person prefers more 
than a modicum of comfort and even luxury before he 
begins to think of saving. It is, in fact, the demand for 
articles of a non-necessary kind that is responsible for a 
large part of the demand for capital. If people were con¬ 
tent to hve at the subsistence level, and yet (assuming it 
were possible) were able to maintain production at its 
present level, the supply of capital would be so much in 
excess of the demand that there would be little induce¬ 
ment to save it. 

Saving, as it appears to the individual, is not neces¬ 
sarily the same thing as judged from the point of view 
of the nation. When a person abstains from spending the 
whole of his income, and deposits part of it with a bank, 
insurance company, or other agency, the money, as is well 
known, is ordinarily transferred to manufacturers and 
others, who use it in developing and extending their own 
activities. In other words, saving usually involves the 
transference of wealth from one set of people within the 
community to another. There is abstinence from con¬ 
sumption mainly so far as concerns articles of everyday use, 
more particularly commodities of the comfort and luxury 
type. The demand for consumption goods is less than 
it might be, while the demand for production goods 
increases. In terms of quantity, the volume of consump¬ 
tion throughout the community as a whole may, for the 
time being, be no less than before; only its character 
undergoes a change. 
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A man’s ability to save depends on his income and his 
obligations. The larger his revenue and the fewer his 
commitments, the greater is his capacity for setting apart 
some of his wealth. The fact, however, that a man’s in¬ 
come is sufficient to enable him to save does not prove that 
he will save. The opportunity is there, but the incentive 
may be absent. There must be not only the power, but 
also the will, to save. The inducements to saving are 
numerous, but chief among them are the stimuli afforded 
by family affection and by the desire to provide for old 
age. These motives are responsible, doubtless, for a large 
share pf the people’s savings. Another motive, as already 
imphed, is the desire of the saver to increase his efficiency 
in production. While it is true that a great deal of capital 
is directly employed by producers who have themselves 
saved it out of income, either in an individual or in a 
corporate capacity, the tendency in modem production is 
to depend largely on other people, who, after supplying the 
capital, are content to play only a passive part. 

Another factor that influences saving is the state of 
security in general and the degree of risk of the invest¬ 
ment in particular. In a community where law and order 
are not of a high standard, the will to save is not as great 
as in a country where property is more secure and where 
contracts are more fully observed. In early times saving 
(as distinct from hoarding, which results in no net addition 
to wealth) was comparatively small, partly because the 
needs of production were elementary, partly because the 
opportunity and the means of investment were un¬ 
developed, and partly because life and property were not 
so well guarded as they are now. 

Organization and Enterprise 

So far we have considered the three factors of produc¬ 
tion—^labour, land, and capital. Whereas labour and land 
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are primary factors, present at the beginning of aU econo¬ 
mic activity, capital is a secondary factor, itself the 
product of the other two. Labour and capital are capable 
of almost indefinite increase; land, on the other hand, is 
rigidly limited in quantity. There is a certain resemblance, 
however, between capital and land, often so close as to 
make them almost inseparable. To begin with, they are 
both passive in their nature; they are both subject to the 
guiding force of labour. Further, land may be so im¬ 
proved by the application of capital that the product 
is more attributable to the acquired than to the original 
qualities of the land. 

The total productivity of labour, land, and capital, act¬ 
ing in conjunction, may be increased by a proper co-ordina¬ 
tion and direction of these factors. A slight alteration, 
for example, in the relative proportions may result in a 
considerable addition to the output. So important is 
organization in the modern industrial world that some 
economists have come to regard it as a fourth factor of 
production, ranking in significance alongside the other 
three. It is still an open question, however, whether 
organization should be regarded as a separate agent, or 
whether it should be included under labour. In so far as 
organization consists of the deliberate policy and action of 
individuals, it is simply a higher form of labour. There is 
no fundamental difference, in this respect, between the ser¬ 
vices of the railway manager and those of the engine driver. 
They vary in their character and in their reward, but they 
are alike in being individually and consciously provided. 

A distinction of a more useful kind can be drawn 
between the salaried manager and the business undertaker 
or entrepreneur. The functions of the manager are more 
or less prescribed, and, though he may enjoy a large share 
of responsibility, his scope is somewhat hmited. The 
entrepreneur on the other hand takes the initiative in 
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promoting new ventures. He acts as a link between the 
agencies of production and those of consumption. His 
work is to link up supply with demand. He foresees a 
market for a particular class of commodity and sets the 
machinery of production in motion to meet the demand. 
Perhaps he adopts the reverse process and, by a scheme of 
advertisement and other methods, actually creates a 
demand for a new type of product. 

In all such ventures there is a certain amount of risk, 
and it is the undertaking of these risks that is said to dis¬ 
tinguish the entrepreneur from other classes engaged in 
production. The definition, however, is a little blurred, 
for, whereas an individual business leader may foresee 
new markets and take the initiative in providing for them, 
the actual risks may be thrown partly or wholly upon 
other shoulders. As a guarantee of good faith the indus¬ 
trial leader may be required to invest some capital in the 
business. But the whole of the necessary funds may be 
subscribed by capitalists, in the form either of finance 
houses or of shareholders. They participate in the risks, 
and hence in their profits they expect something more 
than the slender return from a gilt-edged investment. 

Thus enterprise, as commonly understood, includes two 
functions—that of initiative and that of risk-taking. The 
former is essentially individual, whereas the latter can be 
distributed over a large number of people. In the modern 
joint-stock system, with its developed system of shares 
graded according to the degree of risk, the entrepreneur 
who renders the whole of the services usually associa¬ 
ted with the term is very difficult to distinguish. More 
often than not, nowadays, the functions have ceased to be 
concentrated in one person. There has been a division of 
labour among business pioneers and risk-takers compar¬ 
able to the specialization in other departments of the 
industrial system. 



SECTION 3 

POPULATION AND FOOD SUPPLIES 

There is a tendency for papulation to increase at a faster rate than 
food supplies; but this tendency is largely counteracted, first, by 
the limitation of population increase, and, second, by the discovery 
of new resources and processes. 

The Problem Stated 

There are many at the present time who view with mis¬ 
giving the increase in population, and the relative decline 
in the rate of food production. It is a fact that between 
i88i and 1921 the population of Great Britain rose from 
30 to 43 millions, whereas the home production of wheat 
did not increase at all. While the population increased by 
43 per cent, the total numbers engaged in agriculture fell 
in these 40 years from upwards of 1,500,000 to 1,300,000, 
or, to state it in another way, the proportion of agricul¬ 
turists per 10,000 of occupied persons fell from over 1,200 
to less than 700. The significance of this reduction is 
emphasized when we observe that the numbers engaged in 
coal mining rose from less than 500,000 to 1,300,000, and 
in the metal, engineering, and conveyance trades from 
about 900,000 to nearly 2,500,000. The position in other 
countries appears to hold out but little comfort. It has 
been calculated that for the feeding of every person about 
2*5 acres of land arc required, and that, as there is a net 
annual increase of 5 millions in the white population, the 
cultivation of about 121 million additional acres would 
seem necessary every year. It has been further estimated 
that if the whole population of the world were taken into 
account, about 40 million acres would represent the neces¬ 
sary annual addition to the area under cultivation. 

In view of such figures it is not surprising that some 
people should be alarmed at the relative decline in our food 
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production, especially when it is borne in mind that cer¬ 
tain foreign countries from which we have been accus¬ 
tomed to receive foodstuffs are gradually increasing their 
home population and developing their own manufactures, 
with the result that they are exporting a diminishing 
quantity of food and raw materials to this country in 
exchange for our manufactured goods. 

The Malthusian Theory 

The problem is by no means new. As far back as 1798 
Thomas Malthus, in his Essay on the Principle of Popula¬ 
tion, formulated his well-known theory, though even he 
was not the first to adopt a pessimistic view. Malthus 
hved at a time when, under the influence of men hke 
I^ousseau in France and Godwin in England, many people 
were accepting the doctrine of instinctive goodness and 
natural hberty. Malthus's father was among those who 
believed that, if human restraints could be removed, 
mankind would necessarily improve, both socially and 
economically, as a result. Malthus disagreed with this 
optimistic prediction, and advanced the counter-argument 
that, even if such a Utopia could possibly be attained, the 
ideal conditions would be only temporary, for population 
would inevitably grow until, with the greater pressure on 
the necessaries of life, the standard enjoyed by the people 
would be seriously reduced. Malthus was influenced 
doubtless by the wretched conditions prevailing at the 
time. Disillusionment had followed the French Revolu¬ 
tion, and the hving conditions of the working classes were 
appalling. The population was increasing, and so appar¬ 
ently was the amount of misery. Malthus was as much 
concerned with stating the facts as he thought he saw them 
as with prophesying the increase of mankind and the 
possibility of satisfying human wants. 

In the first edition of his work Malthus attempted to 
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express his theory in mathematical terms, and this gave 
rise to a certain misunderstanding. "A perfectly*happy 
and virtuous community will double every twenty-five 
years, but there can be no similar increase in their food. 
The best lands are taken up first, then the next best, then 
the inferior, and at last the worst; at each stage the 
amount of food produced is less than before. By nature, 
human food increases in a slow, arithmetical ratio; man 
himself increases in a quick, geometrical ratio, unless want 
and vice stop him.” In an arithmetical ratio, of course, 
the number increases by the process of simple addition, 
whereas in a geometrical ratio it increases by multiplica¬ 
tion. For example, if we choose 2 to be the factor, the 
arithmetical progression, commencing (say) with 4, would 
be 4, 6, 8, 10, etc., while the geometrical ratio would be 4, 
8, 16, 32, etc. It is unfortunate that Malthus formulated 
his theory in this way, for it is easy to show that food 
supplies on the one hand are capable of a much faster 
increase than that represented by the arithmetical ratio, 
while population on the other hand rarely increases in a 
prolific geometrical ratio. Malthus himself recognized his 
error, and in the second edition of his work (1803) the 
emphasis on the mathematical expression of his theory 
was not so pronounced. His main thesis, however, that 
population tends to increase at a quicker rate than food 
supplies, was reaffirmed, and as a statement of general 
tendency it allowed less opportunity for criticism. 

In the first edition Malthus laid stress on the checks 
impo.sed by “vice” and “misery.” In the later issue he 
made an important qualification by admitting the further 
check of “self-restraint, moral or prudential.” The 
checks to population could now be classified either as 
‘ ‘ positive ” or “ preventive.' ’ The former operated through 
famine, disease and war, entaihng a high death rate. The 
latter operated through restraint, entailing a low birth rate. 
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While population, if unchecked, is capable of indefinite 
increase, the quantity of cultivable land and natural sup¬ 
plies is by no means inexhaustible. At first the richest 
and most accessible areas are tilled, but, with the grow¬ 
ing pressure of population, the less fertile and more dis¬ 
tant plots are brought into cultivation. The effort ex¬ 
pended on these plots is as great as before, but the returns 
per unit of outlay are less. The question may naturally be 
asked, “ Why are not the best lands cultivated more inten¬ 
sively instead of making resort to inferior lands?” The 
explanation is that increasing the effort applied to a given 
area of land will not necessarily yield a correspondingly 
larger output; appl5dng ten times the effort will rarely 
yield a crop ten times as large. A point is reached in the 
cultivation of land when successive equal units of outlay 
result in a less than proportionate return. Indeed, if land 
were not subject to such conditions, there would be rela¬ 
tively little need to cultivate inferior tracts, provided that 
the best land was easily accessible. It is because even the 
most fertile land yields after a point a diminishing return, 
on which more will be said at a later stage, that the 
cultivation of the inferior land becomes profitable. 

The problem of population thus offers a two-fold method 
of approach. In the first place, man may attempt to limit 
the rate of increase of population, in the belief that a low 
birth rate involves less suffering than a high death rate. In 
the second place, he may use his ingenuity in devising means 
whereby our food production is increased at a greater rate 
than i-he pessimists of a century ago thought possible. 

The Birth Rate and the Standard of Living 

It is a well-known biological fact that reproduction of 
species and care for offspring vary in an inverse ratio. ” If 
all the progeny of one oyster survived and multiplied, its 
great-great-grand-offspring would number 66 with 33 
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noughts after it, and the heap of shells would be dght 
times the stee of our earth.” As one glances along the 
evolution of living beings towards man, one observes that 
fertility declines as the concern for offspring increases. 
Primitive man had a high birth rate, but the death rate, 
on accoimt of pestilence and inter-tribal slaughter, must 
have been enormous. In civilized communities both the 
birth rate and the death rate show a marked decline. 


Those who are alarmed by the falling birth rate and speak 
hastily of “race suicide” forget apparently that, with the 
improvements in medical science and social hygiene, the 
death rate is reduced in a similar proportion. What really 
counts is the margin between the two rates, or, as it is 
termed, the survival rate. The annual birth rate in this 
^ p< 5 imtry has fallen from over 35 per thousand in the 
’seventies to less than 19 in the last year or two. But the 
annual death rate has declined in the same period from 
over 21 per thousand to about 12. It is instructive to com¬ 
pare the survival rate in this country with that in a country 
where the birth rate is very high. India, for example, 
has a birth rate nearly double that in Great Britain, but 
her death rate is more than double; the survival rate in 


Great Britain, therefore, is higher than that in India. 

The decline in the birth rate in civilized countries is 


attributable mainly to later marriages and the practice of 
birth control. Behind these factors is the desire of the 


people to maintain their accustomed mode of living and 
to ensure that their children will enjoy at least as high a 
standard. It does not foUow, however, that if the popula¬ 
tion has become stationary, it points to a high standard 
of living. In some countries, China for instance, intensive 
cultivation of the land is carried to such a point that 
the majority of the large population have to live on 
the bare necessaries of existence. Any serious increase of 
population is prevented, not by the desire to retain the 
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existing standard, but because the existing standard, 
being practically at subsistence level, can hardly be lower. 
A high birth rate in such conditions is almost inevitably 
accompanied by a high death rate. 

Yet it is common knowledge that, where people are 
hving almost at starvation level, the birth rate tends to be 
high. Prudence and restraint become more evident as 
the standard of Hving improves, in spite of the gloomy 
prophecy of the early nineteenth-century economists that 
an increase in the material comforts of life must necessarily 
result in an increase in the growth of population. Just as 
the birth rate varies between countries, so does it vary 
between different districts in a country, and between 
different social classes. Agricultural areas have usually a 
higher birth rate than is found in the towns. Unskilled 
workers have, on the average, larger famiUes than skilled 
artisans, who, in turn, usually support more children than 
do professional workers and other people enjoying larger 
incomes. 

One reason, doubtless, for the contraction of the birth 
rate as one proceeds from one social class to another is to 
be found in the age at which the workers in the respective 
groups reach their highest earning capacity. Agricultural 
and other labourers usually reach this point in their early 
twenties; mechanics and other artisans do not attain 
their maximum earning power for several more years; 
while those belonging to the business and professional 
classes have to wait still longer. The age at which the 
highest earnings are obtained naturally has some influence 
upon the marrying age, and consequently upon the size of 
the family. 


Development of Resources 

We may now turn to the second method of approach to 
the population problem, namely, the invention of means 
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whereby the world's food supplies can be increased at a 
rate sufficient to keep up with the growing population. 

The growth of population during the nineteenth cen¬ 
tury was abnormal. New countries were rapidly opened 
up, while the population in these areas naturally increased 
at more than the average rate. The industrial revolution 
that took place in many of the old countries added to the 
national and individual prosperity and thus contributed 
also to the growth of the population. The purchasing 
power of the average British wage-earner’s income in¬ 
creased by over 50 per cent in the second half of the 
nineteenth century, and, though his expenditure on the 
minor comforts and luxuries hitherto denied to him 
showed the greatest relative increase, his consumption of 
, foodstuffs, too, showed a marked advance over his former 
standards. 

Food supplies, however, did not fail to keep up with 
the demand. One reason was the development of new 
lands, made possible by improved means of transport, 
the future importance of which Malthus could not be 
expected to realize. The invention of the locomotive and 
the steamship enabled people to tap the most distant 
resources of the earth. While the white population in¬ 
creased between 1801 and 1901 by about 270 millions, 
the area under cultivation was extended by about 500 
million acres. The discovery of the refrigerating process 
made it possible for foods, quickly perishable in the 
ordinary way, to be conveyed in good condition from one 
end of the world to the other. Not only new wheat and 
pasture lands, but also new foods were discovered. Sago 
and tapioca, for example, were generally unknown to the 
white races until the cry for new resources became 
insistent. 

Together with these developments came important 
improvements in the methods of cultivation. The land was 



24 ECOKOMICS OF THE INDUSTRIAL SYSTEM 

worked more intensively, but, by the application of 
scientific methods, was made to yield, up to a point, an 
increasing return. In the days of open-field cultivation, 
the average crop of wheat in this country was about lo 
bushels per acre. Following the period of enclosures at 
the end of the eighteenth century and the employment 
of a scientific rotation of crops, the yield per acre was 
doubled. By 1870, as a result of artificial manures and 
other improved methods, the crop was increased to 30 
bushels per acre. There is reason for believing that, with 
new advances in agricultural science and in the organiza¬ 
tion of the industry, the improvement in the 3field from 
the available supplies of land will ^ well maintained. 

If population continued to grow at the same rate as 
it has done during the last hundred years, it is doubtful 
whether even the fullest development of the new countries 
and the emplo5ment of the most scientific methods of 
cultivation would prove sufficient for the world's needs. 
But the evidence points in the other direction to a gradual 
contraction in the rate of population increase. Enlight¬ 
ened communities are coming to realize that quality of 
population counts for more in the end than mere numbers, 
and are not discouraged by a slowing-up in the quanti¬ 
tative increase if the physique and mentality of the people 
show a more than proportionate advance. 



SECTION 4 

LABOUR AND .INDUSTRIAL EFFICIENCY 

The efficiency of labour depends not only on the personal abilities of 
the worker but also on his remuneration and working hours, on 
the conditions of employment, and on the quality of the industrial 
organization. 


The Personal Factor 

In the foregoing section we showed that the limitations 
of natural supplies imposed some restrictions on the 
growth of populaticm and influenced to some extent the 
average standard of life. In face of this natural tendency 
to diminishing returns man has constantly to exercise his 
mind to discover new resources and processes in order that 
the existing standard shall be further advanced. Inven¬ 
tion in its various forms, we saw, is one means of com¬ 
bating theniggardliness of nature,” and of substituting 
increasing for diminishing returns. But, coupled with 
innovations in industrial technique, there has been on the 
whole a distinct advance in the efficiency, as measured in 
product, of the labourer himself. 

The efficiency of labour depends on two main sets of 
conditions. First, there are the innate and acquired 
attributes that in a purely personal way influence a man’s 
productivity. Secondly, there are the industrial condi¬ 
tions which are external to the worker himself, but which 
play a no less important part in determining his output. 
The personal and external factors, however, are so inter¬ 
dependent that it is not always possible to demarcate 
between them or to distinguish sharply between cause and 
effect. 

The stock from which a man is derived has a considerable 
bearing on his efi&ciency. Even in this machine age race 
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and breeding count for a good deal. The Lancashire cotton 
operative and the Bombay native may work on similar 
looms, but the output of the white manj s appreci ably 
greater. In the United States where the workers come 
from a variety of races the superiority of certain types is 
very marked, and in certain of the well organized factories 
the racial characteristics are taken into account in plan¬ 
ning the allocation of different tasks. 

The dependence of efficiency on personal health and 
strength needs no proof. Now that town life has largely 
supplanted village life, that the factory has taken the 
place of the home workshop, and that the speed and 
intensity of production have been considerably increased, 
it is essential that the new diseases that are liable to 
accompany these developments should be guarded against 
and the waste due to sickness be reduced to a minimum. 

Education of the citizen has now come to be recognized 
not as a social luxury but as an economic necessity. It is 
not a mere coincidence that those countries with the best 
educational systems are those which are industrially and 
commercially the best developed. In former days the 
method of apprenticeship served the double purpose of 
preparing a youth for the struggle of life and of teaching 
him a trade. But apprenticeship in modem times, with all 
its advantages, does not perform the same service. Even 
in those industries where it is still practised the lack of 
personal contact between worker and employer prevents 
the youth’s training from being as complete as it used 
to be, and points to the need for a well-organized system 
of vocational training throughout all stages of industry. 

Wages, Hours and Efficiency 

A close relation exists between a man's earnings and his 
efficiency. Wages help to determine, as much as they are 
determined by, the degree of one’s productivity. If the 
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wages are too small to procure a proper amount of food, 
clothing and shelter, the quality of the worker is almost 
bound to suffer. Experience of minimum wage legislation 
in sweated trades has proved abundantly that the higher 
wages have, in a sense, paid for themselves through a 
better standard of living, a better physique, and a better 
output. To the physical must be added the psychological 
factor. The knowledge that a meagre wage will be re¬ 
ceived at the end of the week is not conducive to serious 
application, but the expectation of a reasonable reward 
may of itself provide a stimulus to production. 

The relationship between industrial efficiency and the 
length of the working day is even more pronounced. It is a 
■well established fact that there is in every occupation a 
certain working period during which the maximum pro¬ 
ductivity is obtained. A tired worker is not a good 
producer, and in the last hour of a long day may not be 
worth employing at all. The Industrial Fatigue Research 
Board has made numerous inquiries into the relation 
between hours and output and has published instructive 
reports which go to prove the economy of Hmited working 
hours. Naturally the conditions vary according to the 
character of the industry, and the arduousness and the 
intensity of the tasks. The optimum point in the coal 
mining industry, for example, is at a different level from 
that in clerical occupations. But investigations have 
shown that, even m so-called "hght” emplo3nnent, the 
hours of work are often in excess of the amount really 
necessary to evoke the utmost efficiency. 

In certain industries, however, the daily period of em- 
plo5unent has been so reduced that, while the output per 
hour has been increased, the output per day has declined. 
The Industrial Fatigue Research Board examined the 
effects of hours reductions in the iron and steel, tin-plate, 
and glass industries. It reported that ‘‘within the limits 
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observed, the resiilts are consistent in showing that a 
reduction in length of shift is generally followed by an 
increase in hourly output, but that this increase is usually 
insufficient to compensate for the shorter hours, so that 
the total individual output and the total output per shift 
is less on the shorter than on the longer hours. In con¬ 
tinuous processes, however, there is generally an increase 
in total output during the twenty-four hours. It may take 
from two to thirteen months after the reduction of hours 
before the increasing output attains a steady level.” 

No less instructive were the findings of the Industrial 
Fatigue Research Board in regard to rest-pauses, which 
are but another way of reducing the time actually spent 
at work. ” Investigation carried out by the Board indicate 
that in light manual repetition work the judicious intro¬ 
duction of a rest-pause of lo to 15 minutes into a spell of 
4I to 5 hours will be eventually followed by a small but 
genuine increase in output of the order of 5 to 10 per cent, 
notwithstanding the shorter time actually worked. Ac¬ 
cording to certain laboratory experiments, there are 
indications that in heavy muscular work also, efficiency 
might be greatly increased by periodic rest-pauses and 
frequent changes of posture.” 

Coming in the middle of working periods, rest-pauses 
do not, of course, increase the time of leisure in the evening, 
and are not perhaps on that account so acceptable to many 
workers as a direct reduction in the hours spent in the 
factory. But, as the rest-pauses rarely work out at more 
than twenty to thirty minutes a day, such benefit as is 
likely to accrue to the volume of production is more likely 
to be experienced if the reduction takes the form of a 
break in the middle of a spell of work instead of the 
equivalent period at the end of the working day. 

The cutting-down of the maximum working day, like 
the raising of the minimum wage, may have the effect of 
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the wet-bulb temperature readied 72-73 degrees F. and 
this effect can only be due to an involuntary reduction in 
the working capacity of the operatives.” 

No less important, however, than all these purely 
physical conditions of employment in affecting the worker’s 
efficiency is the quality of the general organization. The 
enormously increased productivity of recent times is due, 
not so much to the improved powers of the worker him¬ 
self, as to the growth of an intensive system of specializa¬ 
tion and co-ordination which, as will be shown in the 
subsequent sections, manifests itself both inside the fac¬ 
tory and throughout the different parts of the industrial 
system. 



SECTION 5 

THE DIVISION OF LABOUR 

The division of labour is fundamental to modern industrial organiza¬ 
tion. While on the one hand it involves an extreme specialization 
of functions, on the other it implies the co-operation and inter¬ 
dependence of all branches of economic activity. 

Forms of Specialization 

The outstanding feature of the modern economic system 
is the intense degree of specialization which is to be found 
in every department of industrial and commercial life. 
Contrary to common opinion, the division of labour is not 
characteristic only of organization inside factories and 
workshops. SpeciaUzation of a more fundamental kind is 
to be found in the splitting-up of a community into large 
occupational groupings, an arrangement so elementary 
and obvious that it is usually taken for granted. But 
specialization did not always exist even in this simple 
form. Primitive man was self-sufficing. He hunted for 
his own food, made his own garb and habitation, and 
engaged in no trading relations of any sort. In the family 
itself, it is true, some division of function would. be 
practised, in that the women and younger members would 
be largely engaged on the lighter duties, while the men 
performed the more arduous tasks. Formal exchange, 
however, which we now associate with a developed system 
of specialization, was completely absent. 

The first stage in the evolution of the division of labour 
was marked when people began to specialize in supplying 
different types of consumers’ goods, though still perform¬ 
ing all the tasks from beginning to end that were involved 
in their production. The second stage was reached when 
the trade was sub-divided into a number of processes, 
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each of which now required the full time and attention of 
specialized groups of workers. For example, the produc¬ 
tion of clothing, at first regarded as a single trade, came to 
be divided into the obtaining of the raw materials, the 
making into cloth, and the fashioning into garments, 
each process employing a separate group of workers, who 
rarely, even if they had the ability, were called upon to 
engage in any task other than that which they had made 
their own. From the second to the third stage was but a 
short step. The processes themselves became further 
divided, until producers found themselves exclusively 
employed on one part of a process. Cloth-making was 
subdivided into milling, spinning, weaving, dyeing, etc., 
while even in these branches further specialization was 
found practicable. Eventually we reached the intensive 
division of labour practised at the present time, the char¬ 
acteristics of which are too well known to need lengthy 
comment. 

In the course of this economic evolution we perceive a 
further division of function between making and selling. 
Originally, as we have pointed out, there was no commerce 
at all, and when exchange first arose it was carried out 
between the actual maker and the consumer. Several 
examples of this simple organization are still to be found, 
but in the majority of trades the mutual advantage of 
specialization among makers and sellers has come to be 
recognized. From this specialization has emerged the 
middleman, who, though comparatively a newcomer to 
economic organization, has gained a position of great 
importance and power. 

Still another form of division of labour is the specializa¬ 
tion of districts and countries, largely a result of natural 
and other local advantages. The localization of industry 
is a prominent feature of modem organization. Though 
it presents some special problems, which we shall examine 
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later, the underlying principles are no different from those 
governing specialization in general. 

The Benefits of Specialization 

From the time of Adam Smith economists have extolled 
the advantages of the division of labour. To anyone with 
the slightest knowledge of industrial conditions, the 
benefits are almost axiomatic, and we shall therefore be 
content with a brief enumeration of the gains that accrue 
to the employer and worker in particular and to the com¬ 
munity as a whole. 

It is evident at the outset that, without a division 
among entire groups and callings, it would be impossible 
for people to choose from and enjoy the nearly infinite 
variety of commodities that are now offered for sale. It 
is not merely a matter of possessing the means to purchase 
these goods. A Croesus of ancient times had not the choice 
of the wide range of articles that is at the command of the 
ordinary wage-earner of to-day. When wants were simple 
it was practicable for a family to be entirely self-support¬ 
ing, but, as requirements became more numerous and 
complex, some division of function became indispensable. 
Not only did it provide the people with a greater volume 
and variety of goods, but it was also the means whereby 
an increase in population could take place without the 
fear of a reduced standard of living. 

There is a natural tendency for people to specialize in 
those pursuits for which they have a personal aptitude, 
and the tendency is greatly strengthened when the natural 
ability is supplemented by a suitable training. The more 
it is possible for each man to be allocated to a task for 
which he is best fitted, the greater is the total volume of 
production and the less is the waste. In the days before 
specialization every man, irrespective of his capacities, 
was expected to perform a wide range of tasks, only a 
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few of which, unless he was exceptional, could he carry 
out with any measure of success. Owing to differences in 
physique, mentality, age, or other factors, a worker might 
be well qualified for one type of task but utterly unsuited 
for another. A proper division of labour thus serves to 
improve the quality as well as the quantity of the work 
turned out. 

Once a person has begun to specialize in the performance 
of a single group of operations, he usually acquires through 
constant repetition a certain proficiency which helps to 
increase his output still further. This acquired dexterity 
eliminates unnecessary movements and effects an 
economy of time, which is of advantage to the employer 
as well as to the workman. Time is saved, too, in learning 
the trade. Instead of spending years in preparing for all 
branches of a trade, a period of months, or even of weeks, 
may be all that is necessary to secure the necessary ability 
to engage in a single specialized employment. 

The division of labour in a factory facilitates the use of 
machinery, which, though it may cause some dislocation 
on its introduction, tends ultimately to be generally bene¬ 
ficial. It relieves the worker of a certain amount of physical 
strain, and, by increasing the total amount of product, 
permits perhaps of a rise in his wage. The advantages of 
machinery to the employer are too obvious to need detail¬ 
ing. A further saving is obtained through allocating the 
skilled and responsible workmen to the manipulation of 
delicate machinery that requires careful handling, and the 
less skilled operatives to the tending of the semi-automatic 
machinery which is not so likely to break down and cause 
serious loss if not properly used. 

The division to which we have already referred between 
the making and marketing of goods may considerably 
lengthen the period of production. Months may elapse 
between entering on the first stages and disposing of the 
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final products. On the other hand, there are numerous 
instances in which the time taken between the initiation 
and completion of production is appreciably shortened. 
In the same way as a judicious division of labour in a 
factory effects a saving of time by making it unnecessary 
for a workman to move from one task or part of the work¬ 
shop to another, so an efficient specialization between 
maker and seller relieves the former of a good deal of 
trouble and time that he would otherwise have to spend 
in travelling and interviewing, and enables the latter to 
devote his full time to that branch of business for which 
he is best qualified. 

The periodical Census of Production returns reveal that 
industries which produce consumers’ goods are in a distinct 
minority. The products of one trade are more often than 
not utilized by another as material for further production. 
The nuts and bolts and similar goods that are turned out 
as the main products of one group of trades are evidently 
of Httle direct service in themselves, and are intended 
from the start to become embodied in some larger article, 
such as a machine or a bridge. As a main industry 
develops, it becomes surrounded by ancillary trades, to 
which in turn still other trades become subordinate. It 
does not follow, however, that the subsidiary trade is of 
small extent or of local importance only. The manufacture 
of textile machinery in Lancashire, though secondary to 
the textile industry proper, is of considerable dimensions, 
and such machinery is sent to many parts of the world. 

To sum up, the division of labour is both intensive and 
extensive m its effects. On the one hand, it narrows down 
the functions that are allocated to individual producers. 
On the other hand, it widens the field of economic activity 
and brings about a close interdependence of interests 
which, on first examination, might appear to have httle in 
common. 
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Two conditions of these developments have to be noted. 
In the first place, the lengthening of the chain of produc¬ 
tion necessitates a corresponding increase in the outlay of 
capital, the owner of which thus acquires a greater im¬ 
portance than he possessed in the days when wants were 
few and methods of production were simple. Secondly, 
the increasing subdivision calls for effective co-ordination, 
without which there is danger of chaos and waste. Oppor¬ 
tunity is offered, therefore, not only to the capitalist, in 
the strict sense of the word, but also to the industrial 
organizer. In a particular firm the management assumes 
responsibility for an efficient specialization of the workers 
in its own employment. Over and above this form of 
organization is the direction given by the “ captain of 
V industry ” to trades as a whole. The more advanced is the 
specialization of functions, the greater is the need of 
efficient industrial leadership. 



SECTION 6 

THE LOCALIZATION OF INDUSTRY 


The causes of localization are cumulative, and an industry may con¬ 
tinue in a particular district long after the original factors have 
disappeared. The principle of relative advantage or comparative 
costs governs, not only the localization of industry, but also the 
division of labour in all its forms. Localization is not without its 
drawbacks, and already there are counter-forces at work tending to 
some degree of decentralization. 

Primary Causes of Localization 

The localization of industry is simply a territorial division 
of labour. Just as a large group of people specialize in a 
certain branch of industry, and individuals within the 
group concentrate on particular operations, so we find 
entire districts, and smaller territories within those dis¬ 
tricts, devoting themselves to speciahzed industrial pro¬ 
cesses. A whole country engages for the most part in 
manufacturing rather than in producing raw materials. 
Different areas concern themselves mainly with engineer¬ 
ing and textiles. The engineering districts are divided 
according to the “heavy” and “light” sections of the 
trade. The textile district is broken up into the wool and 
cotton areas, which are further subdivided into localities 
that are principally engaged in separate .branches of 
the industry. North and East Lancashire concentrate 
mainly on weaving, South Lancashire on spinning. Bolton 
and Manchester engage largely in “fine” spinning, Old¬ 
ham and Rochdale in “coarse” spinning. Similarly, in 
the weaving districts, Preston speciahzes in shirtings and 
fancy cloths, and Nelson in sateens and brocades. 

What causes have led to this geographical division of 
labour? The most obvious factor is the existence of 
natural resources. An engineering industry, for example, 
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is likely to become established near iron and coal snppliis, 
even if the market for the products is some distance away, 
for it is cheaper to transport the finished goods than the 
fuel and raw materials. Thus the metal industries in this 
country established themselves around the coal-fiejids, 
the pottery industry in North Staffordshire develojped 
originally from local supplies of clay, while the Wycombe 
chairmaking industry relied to a great extent on the 
neighbouring beech forests. 

In some instances the localization resulted from political 
and arbitrary decisions. The settlements of Flemish and 
other artisans under the protection of Plantagenet and 
Tudor monarchs were not always determined by the 
presence of local materials. According to Fuller, the 
Flemings began the production of cloths and fustians in 
Norwich, of serges in Colchester and Taunton, of kerseys 
in Devonshire, and of Levant cottons in Lancashire. In 
more modern times firms have more or less arbitrarily 
selected a centre in which to commence operations, and 
a whole industry has eventually grown around it. The 
local natural advantages, if any, may be quite secondary 
to the facilities offered by the developed economic organ¬ 
ization of the area. 

Secondary Causes of Localization 

Whatever the original cause of localization, whether 
natural or arbitrary, once it has begun it tends to become 
more firmly rooted and to expand, provided, of coarse, 
that the external conditions remain favourable. Where, 
for instance, there is a change in the distribution of popula¬ 
tion or in the character of the market, the location of the 
industry is liable to alter. Thus, centres in the eastern 
counties had to yield to the newer towns of the Midlands 
and North. Apart from such changes, however, localiza¬ 
tion gains force as time goes on. In the first place, special 
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transport arrangements, such as a network of railway lines 
or a ship canal, may be provided; while banking, insurance 
and various technical institutions may arise in the area, 
all tending to establish the industry more strongly than 
before. 

Secondly, a certain economy in capital may result from 
localization. Highly specialized firms can invest in expen¬ 
sive machinery only so long as it is continuously employed. 
If the industry is confined to a single district, the aggre¬ 
gate local demand for a specialized product, itself to be 
used in further production, may be sufficient to warrant 
the heavy initial outlay. 

This leads to the third factor, which is both an effect of 
initial localization and a cause of still further concentra¬ 
tion, namely, the rise of subsidiary trades. Every main 
industry requires a vast number of implements and parts, 
many of which are capable of being produced more 
economically on the spot. Further, a local organization 
may gradually evolve for satisfying the personal needs of 
the people engaged in the industry. Houses, stores, restau¬ 
rants, places of entertainment—aU spring up in an 
industrial area, helping to strengthen the original tendency 
to concentration. 

Fourthly, there gradually develops a local market for 
highly skilled labour. Where factories of a similar kind 
are clustered together in a district, the opportunities of 
securing specialized craftsmen are greater than where the 
industry is scattered. Also, the workers may be able to 
obtain employment without leaving the locality. Once a 
man has a settled home, he is usually reluctant to take 
up employment in another part of the country. The 
localization, therefore, is advantageous in this respect 
both to employers and to workmen. 

Lastly, there is the factor of inertia. It may happen 
that the original causes responsible for the geographical 
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concentration have long since disappeared, yet the in¬ 
dustry still continues to flourish in the district. The tex¬ 
tile industry in the West Riding nowadays depends far 
more on imported than on local wool supplies, and, almost 
without exception, uses for motive-power electricity and 
steam instead of running water, which was such an asset 
in the early days of the industry. The potteries in Staf¬ 
fordshire are but another example of an industry which 
carries on despite the fact that practically all the raw 
material has now to be brought from elsewhere. The 
acquired facilities of a district, the reputation attaching to 
its products, the expense and risks of commencing opera¬ 
tions in a new, untried region, together with the natural 
disinchnation to change, may between them be sufficient 
to defeat any tendency to transfer the industry to another 
locality. 

The Principle of Relative Advantage or 
Comparative Costs 

The benefits of localization are naturally bound up 
with those accruing to the division of labour in general, 
and need not be recounted afresh. A distinct economy 
in labour costs results from the effective specialization 
among the workers in a district, each of whom is more 
likely to find employment suited to his particular abilities. 
The constant application to special tasks develops a local 
skill which is so pronounced that some have described it 
as hereditary. The economy in material and fuel is hardly 
less important, especially where local supplies are still 
available. A commodity may go through the several 
stages of its production with hardly any break of con¬ 
tinuity,. thus effecting a valuable saving of time. In addi¬ 
tion, there is the obvious reduction of transport expendi¬ 
ture between the various firms engaged at the different 
stages of production, which serves to cut down the total 
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costs of production and improve the efficiency of the 
whole industry. 

Underlying the advantages is the principle known to 
economists as the law of comparative costs, which is no 
less applicable to international than it is to inter-local 
trade. It is self-evident that a district will tend to specia¬ 
lize in those commodities in the production of which it has 
an absolute advantage. If a country has a monopoly of a 
particular article, or if her resources adapt her pre¬ 
eminently for its production, the reasons for localization 
need no demonstration. The doctrine of comparative 
costs, however, stresses the relative, as distinct from the 
absolute, advantage. A district may be able to produce 
commodity A quite as efficiently as another district. But 
if the former is even better adapted for producing com¬ 
modity B, it may be in the mutual interests of the two 
areas for the first to specialize in the production of com¬ 
modity B, and for the second to concentrate upon that 
of A, and then to exchange according to their require¬ 
ments. 

For example, Lancashire might be able to produce wool 
textiles as plentifully as Yorkshire. But that is no ade¬ 
quate reason why the former county should produce both 
cotton and wool fabrics. The deciding condition is her 
relative advantage in the manufacture of cotton as com¬ 
pared with wool. Her resources are not unlimited; she 
cannot engage in cotton and wool textiles without restric¬ 
tion. The test is, which commodity can Lancashire, with 
her available resources, produce to greater advantage? 
A given amount of capital and labour applied to cotton 
yields a net return of (say) i,ooo units of value. The same 
amount appMed to wool results in (say) 800 units. If the 
people in Yorkshire are able, with the same outlay, to 
obtain 1,000 units of value from wool and 800 units from 
cotton, there is obviously a strong case for specialization 
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of the two coimties in the production of cotton and wool 
respectivdy. (For simplicity the costs of transport in the 
resulting exchange are being ignored, though it is possible 
in certain circumstances that, if the relative advantage is 
not very pronounced, it may be nullified by the costs of 
conveyance.) 

Suppose, now, that the people in Yorkshire could obtain, 
for an equal outlay of capital and labour, a return of only 
800 units of value from wool and 700 units from cotton. It 
might be thought on first examination that Lancashire, 
since she could manufacture wool as efficiently as York¬ 
shire, would now produce both cotton and wool fabrics. 
But a moment’s thought will show that it would not be 
in her best interests to engage in both branches of textile 
production. Her available supplies of capital and labour 
would give a greater return if devoted to the manufacture 
of cotton, for which she is better adapted. Despite the 
fact that she can manufacture wool no less economically 
than Yorkshire, it would be more profitable for Lanca¬ 
shire to concentrate upon the production of cotton, 
and buy her wool requirements from the neighbouring 
county. 

Suppose, finally, that Lancashire still obtains a net re¬ 
turn of 1,000 units of value from cotton and 800 from wool, 
but that Yorkshire is less equipped for either branch of 
production and obtains only 750 from wool, and 700 from 
cotton. Even under these conditions it would still be 
worth Lancashire’s while to specialize in cotton. Though 
she could, if necessary, produce wool at less cost than York¬ 
shire, the disadvantage resulting from the less intensive 
application of her resources to the production of cotton 
goods would outweigh the gains on he^ wool manufacture. 
In other words, a district may have an advantage over 
another in the production of certain goods, yet find it in 
its own interests to buy those goods from the other 
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district, and concentrate its own resources upon those 
goods in the production of which it has the greater 
relative advantage. 

Comparison of individuals will serve better, perhaps, 
to illustrate and clarify the reasoning. A professional 
man requires his car to be kept in good condition. He can 
either look after it himself or entrust it to a garage em¬ 
ployee. Possibly he could lubricate and wash the car with 
greater abihty than could the man to whom the task is 
allotted. Yet the owner calculates that the time required 
by the car would be used to greater advantage if employed 
in his own professional duties. The mutual benefit result¬ 
ing from this simple division of function is almost self- 
evident. The gains are essentially no different as between 
different districts or countries. 

Drawbacks and Limitations of Localization 

The undoubted gains of localization should not cause us 
to lose sight of the disadvantages that are liable to arise. 
One drawback is to be found in the dependence of a large 
number of people on the fortunes of a single industry. If 
the demand for the product declines or if supphes of 
materials are cut off, the farnilies in the district are liable 
to extreme distress, for the depression is naturally 
heavier than it would be if the interests of the people were 
more widely spread. The ancillary trades, as well as those 
ministering directly to the people’s needs, also share in the 
depression. 

A second drawback is experienced where the labour 
required in a district is principally of one kind. If, for 
instance, the localized industry is such that adult male 
labour only is required, the wages of the men workers may 
be fairlyjiigh, yet, owing to the lack of employment for 
women and young workers, the average family earnings 
may be relatively low. The presence of supplementary 
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trades, not directly dependent on the main industry, is 
thus found to be of advantage. 

Where an entire nation specializes largely in the manu¬ 
facture of goods, and relies on other countries to pro¬ 
vide materials and foodstuffs and to furnish markets for 
her products, a third disadvantage may arise, if, owing to 
a war or some other reason, foreign trade breaks down. 
Britain has to import the greater part of her raw materials 
and food requirements, and, in the event of these supplies 
diminishing, or the shipping space being requisitioned 
for other purposes, considerable hardship both to indi¬ 
vidual industries and to the people as a whole is liable to 
result. 

Fourthly, we may note the social ill-effects that localiza¬ 
tion may bring about. The concentration of large masses 
of people in small areas may, in the absence of adequate 
safeguards, be accompanied by overcrowding and the 
attendant evils. On the other hand, it should be observed 
that slums and unhealthy living and working conditions 
are not confined to the districts in which single industries 
are localized—nor, for that matter, need they be inevit¬ 
able in any industrial area, as modern conditions of fac¬ 
tory regulation, re-housing, and town-planning amply 
testify. 

In recent years the tendency to further localization has 
been to some extent impeded, if not actually checked, by 
important counter-forces. Although, as we have shown, 
transport facilities may induce and strengthen some con¬ 
centration at the outset, they also serve to some extent as 
a decentralizing agency. Firms may find it more econo¬ 
mical, under a cheap transport system, to have parts made 
in one district and assembled in another. Railway com¬ 
panies are constantly inviting manufacturers to open 
factories “down the line, ” to put their plant where it has 
room to grow. Business owners may experience some 
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difficulty and inconvenience in carrying on their produc¬ 
tion away from the large centres of population, but are apt 
to find full consolation in the saving in rental and rates. 

Also, with the development of large electrical stations 
throughout the country, and the transmission of power at 
low rates over long distances, firms have not the same 
reason for settling around the coalfields as in former years. 
We are already witnessing the industrial revival of certain 
areas in central and southern England which, in the nine¬ 
teenth century, were subordinated in importance to the 
iron and coal regions of the northern counties. The distri¬ 
bution of the population over the country as a whole is 
shown by the 1931 Census returns to have appreciably 
altered, and the shift of the population centres seems 
likely to continue. 
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SECTION 7 

LARGE-SCALE PRODUCTION 

The size of a business is influenced by the nature and extent of the 
market and by the conditions of production. The large firm enjoys 
both technical and administrative advantages over the small firm, 
but, despite these economies, the small business stiH thrives in 
certain trades where individuality and the personal factor are of 
prime importance. There is a tendency, on the whole, for the unit 
cost of production to fall as the volume of output increases. Certain 
industries, however, are more subject to increasing than to diminish¬ 
ing costs. 


Factors Determining the Size of a 
Business 

* Two sets of forces have been at work during the last few 
decades, both tending to increase the size of a business, 
and it is necessary that a clear distinction should be drawn 
between them. In the first place there has been a marked 
increase in the size of the industrial and commercial 
estabhshment itself. The comparatively small workshop 
has been largely superseded by the large factory; the retail 
shop is struggling hard to maintain its position against the 
departmental stores. In the second place there has been 
a pronounced tendency for the control of a number of 
businesses to pass under single direction, though not 
necessarily accompanied by a change in the outward 
appearance of the constituent firms. For the present we 
are mainly concerned with the first type of industrial 
growth. We shall deal more particularly at a later stage 
with the subject of unified control. 

It is not every business that is capable of being con¬ 
ducted on a large scale. Even though there may be no 
physical obstacle on the side of production to the supply 
of a great quantity of commodities, the demand may 
prove inadequate. Thus at the outset the size of a business 
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is necessarily limited by that of the market. If the product 
is such that the demand, actual or potential, cannot be 
increased to any appreciable degree, tliere is no advantage 
in constructing an elaborate factory which, through lack of 
orders, is not going to be worked to its full capacity. 

If, further, the article is not in regular demand all the 
year round, the manufacturer is not hkely to adapt the 
size of his works to the maximum requirements that may 
last only a few months, unless the profits from the short 
period are more than sufficient to compensate for the 
standing charges that have to be borne throughout the 
slack months. A seasonal demand is partly responsible for 
the home work that still survives in certain industries, 
in which the manufacturers prefer to have a factory of 
sufficient size to provide for the normal demand, and in 
busy seasons give out a large share of the trade to domestic 
workers. 

Where, however, it is possible to produce goods “forj 
stock,” and especially where there are foreign markets, the i 
factories, notwithstanding a seasonal demand at home, 
may find themselves able to continue production 
throughout the year. Such conditions have helped to 
bring about a relative decline in home employment in the 
I clothing and other industries, and to increase the size of 
the average factory. But, if the article is subject to the 
vagaries of quickly-changing fashion, and if substitutes are 
liable to be put into use at any time, there is little induce¬ 
ment to turn out goods much ahead of the demand. Simi¬ 
larly, if the commodity is of a perishable nature, there is an 
equally effective check upon the scale of the undertaking. 

Besides the character of the market and of the com¬ 
modity, we should consider also the factors governing the 
methods of production. Some articles lend themselves 
more to large-scale production than others. In some cases 
the methods can be standardized and all the operations 
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reduced to^ mechanical routine. In others, either through 
the desire for individuality in production or the peculiar 
conditions attaching to the business, there is less scope 
for "mass” methods. Also, some industries incline more 
than others to the use of machinery. The extent to which 
capital can be utilized is a factor of first importance in 
determining the size of the industrial unit. 

Technical Economies of the Large Firm 

It is convenient to distinguish between the economies 
obtained from a skilled direction of the undertaking itself 
and those which arise from the general economic environ¬ 
ment. The internal economies are due to a deliberate and 
! conscious arrangement of the resources at one’s disposal. 
' The external economies are provided by institutions and 
facihties that have sprung up, not necessarily through 
the agency or for the benefit of any particular firm, to 
promote the efficiency of an entire industry or region. We 
noted several instances of this kind when dealing with in¬ 
dustrial localization. Thus, the benefits obtained from a 
wise management of men and allocation of tasks should be 
placed in a different category from the gains that are due 
to the development of a transport, banking or educational 
sy.stem. The prosperity of many firms is attributable not 
only to of their own managers and employees, 

but also to the external advantages which have helped on 
and provided opportunities for private initiative. 

The internal economies, with which we are more im¬ 
mediately concerned, fall mainly into two groups— 
technical and administrafive. For purposes of analysis it 
ih helpful to consider the advantages due to improve¬ 
ments in the processes of manufacture in a separate 
category from those that arise from an efficient direction 
of the policy and activities of the business as a whole. 

An obvious technical economy of a large firm is its 
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ability to secure an intensive division of labour among its 
employees. The skilled men are not required to spend 
part of their time on inferior tasks, while the semi-skilled 
workers are not permitted to undertake a job that is, 
beyond their abilities. In a small workshop, on the other 
hand, an uneconomical arrangement of tasks is quite 
common. There is frequently insufficient work suitable 
for the best quahfied men, but in busy periods the less 
skilled may be called upon to perform a task to which 
they are quite unequal. The owner of a small business 
may have to devote much time and energy to clerical and 
routine work. Although he may regard it as a saving of 
money, the diversion of his special abilities to the lesser 
functions is a doubtful economy. 

Secondly, the large firm enjoys a great advantage in the 
use of capital .and power. It can install and employ con¬ 
tinuously the most up-to-date machinery, while its 
consumption of fuel in terms of output is relatively small. 
A third advantage is in the utihzation of waste products. 
All kinds of by-products are now obtained from materials 
and scraps that were formerly regarded as useless. A small 
firm does not usually have sufficient of this “waste” to 
justify a department for reclamation, and its unit costs of 
production tend therefore to be greater. Furthermore, it 
has not the same opportunity as the large firm for experi- 
ment_and_research, the benefits of which are too evident 
to need enumeration. 

The large firm is able to exploit the advantages of 
standardization. The continuous production of uniform 
parts makes for economy to the manufacturer and con¬ 
venience to the purchaser. As a result of specialization, 
combined with standardization, many commodities that 
were formerly bought only by the well-to-do are now with¬ 
in the reach of the masses. Standardization need not 
imply uniformity of the finished product. Up to a certain 
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stage the method of production can be standardized, and 
after that point a diversity of final processes can resultdn a 
wide variety of finished goods. All the products may be 
turned out in a single establishment, commencing in one 
central department and then being distributed, in their 
incomplete state, to the respective sections to be moulded 
or stamped for one or other of the final purposes. 

Administrative and General Economies 

We may now pass to the internal economies of a large 
firm that are to be found in the commercial and adminis¬ 
trative departments. A clear advantage of the large over 
the small business is in buying and selling. The firm that 
does a considerable trade can usually obtain better terms 
from the wholesaler. Often it deals directly with the 
manufacturers and obtains special discounts. This advan¬ 
tage, together with those we have already indicated, 
enables it to sell its goods at a lower price than a 
weaker competitor. The economy of cheap buying and 
selling is specially marked in the retail trade. The owners 
of multiple and departmental stores can afford to sell at a 
narrow margin of profit if their stocks are turned over 
very quickly. The advantages are thus cumulative. ItPW 
buying and production costs result in low selling prices:., 
the resultant increased demand means a larger volume of 
business and still further economies. 

A further advant^e on the side of selhng is in connec¬ 
tion with advertising. The sums spent by large firms in 
this way are certainly considerable, but the cost per com¬ 
modity sold may be extremely small. The gain is particu¬ 
larly noticeable after the initial heavy charge has been 
borne. The advertisement cost per unit diminishes, and 
the goods, once a start has been made, begin to advertise 
themselves. Similar considerations apply to expenditure 
on travellers and agents. For every thirty minutes spent 
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in a shop, a representative may spend an hour in travelling. 
Even a large firm may find the outlay uneconomical if it 
produces only one class of article. But if it turns out a 
certain variety of goods the traveller can use liis time to 
better advantage. For little extra effort he can obtain 
larger orders, while the cost of moving about shows a 
proportionate dccHne. This economy may prompt the 
amalgamation of firms engaged in producing the different 
goods that are sold in a retail shop. Though two firms 
may not have been in competition, they may find that a 
single traveller can sevre both their interests. The cost 
per representative may be slightly increased, but, with a 
reduction in the number of agents and in the expenses bill, 
there may be a distinct gain on balance. 

A large firm, too, enjoys certain advantages in obtaining 
necessary supplies of capital and facilities for credit. 
Though mere size is not always a sure criterion of financial 
soundness, the average investor places a greater trust in 
the stability of large concerns, and the obtaining of fresh 
capital, where needed, is thereby rendered easier. Simi¬ 
larly, when bank credits are sought the large firm is, as a 
rule, in a better position. Its reputation and goodwill are 
u'.ually greater, and the risks of loans not being repaid 
m\ich less considerable. It is not so likely to go out of 
business on the approach of bad times as the small firm, 
whose powers of resistance are, of course, much weaker. 
The abihty to cope with industrial fluctuations is thus an 
additional advantage of the latge firm. Its reserves are 
greater, and during temporary depression it can afford to 
carry on business at a loss, so that, when prosperous times 
return, its markets will not have been lost. 

Limits to the Size of a Business 

Despite, however, all the advantages of large-scale pro¬ 
duction there are still many industries in which the small 
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firm is by no means a negligible factor. It may flourish 
either because the market conditions are specially favour¬ 
able to small-scale enterprise or because there are certain 
disadvantages that are liable to neutralize the economies 
of the large firm. 

Where, owing to the perishability of the goods or the 
expense of transport, production must take place com¬ 
paratively near to the place of consumption, the economies 
of a large centralized establishment cannot be fully 
attained. Milk and dairy produce, for example, will con¬ 
tinue to be supplied by small businesses, notwithstanding 
the rise of milk distributing combines and the growing use 
of tinned and preserved foodstuffs. Where, also, the 
market is very restricted or specialized, the production 
' is not unlikely to remain for the most part in the hands 
of small firms. Again, where the articles are made spe¬ 
cially to order, and where individuality is allowed to ex¬ 
press itself in the selection and making of the goods, the 
production is almost necessarily on a limited scale. The 
bespoke tailor and milliner, for instance, have to meet 
increasing competition from the multiple shop and even 
from the mail-order business, but it is doubtful whether 
they will lose their position for many years to come. And, it 
should be unnecessary to add, such services as those of the 
surgeon, the dentist, the gardener, and the house decorator, 
will continue to be provided on the small personal basis. 

In some ways the large firm is not as adaptable as the 
small competitor tq variations in the size of the market 
and in the nature of the demand. Elaborate machinery 
is economical only so long as it is constantly in use, and 
this involves a certain uniformity of methods and output. 
Further, once the expensive plant has been laid down, the 
owner is naturally anxious to use it as long as possible' 
without having to make drastic alterations and replace¬ 
ments. On the other hand, the small business can usually 
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adjust itself to the changing character of the market with 
comparatively little expense and dislocation. 

But the outstanding economy of the small firm lies in the 
owner’s personal interest and control. An intimate know¬ 
ledge of the details of a business and a close supervision of 
all the workings cannot be expected when the undertaking 
is on a gigantic scale. And when, as is common, the owner¬ 
ship of a large business is vested in hundreds or thousands 
of shareholders, the absence of the personal factor in 
control is still more evident. However efficient and con¬ 
scientious a salaried manager may be, he is not so likely 
to take the same keen interest as the individual owner in 
the fortunes of the business. 

Also, it may be noted, many of the economies that 
used to be in the exclusive possession of the large-scale 
business are now, as a result of an improved external 
organization of the industry, shared to some extent by the 
small firm. With the development of technical and re¬ 
search institutions, much valuable information regarding 
new methods and processes, hitherto confined to the 
wealthy firms that could afford the scientific investiga¬ 
tions, is now distributed to all firms, irrespective of size, 
that care to take advantage of the discoveries. Subsidiary 
trades have sprung up which purchase the waste materials 
and scraps of the small firms for conversion into other 
products, thus reducing the advantage in this respect en¬ 
joyed by the large firm. Finally, with the establishment of 
central electrical supply stations, and the transmission 
of cheap motive power over considerable distances, a 
further advantage of the large firm is in a certain measure 
discounted. Relatively, the small concern is certainly 
declining in importance, but in point of actual number it 
holds a more important place in the present-day system 
than some economists of a generation ago predicted. 
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Increasing and Diminishing Returns 

The extent of business operations, therefore, is largely 
influenced by considerations of costs in relation to output. 
Where costs show a reduction as the scale of production 
increases, there is a pronounced tendency for the size of 
the undertakng to increase, provided, of course, that the 
demand is sufficient to absorb the output. The applica¬ 
tion of successive “ doses” of labour and capital results in 
a more than proportionate increase in the amount of the 
product. This tendency for the unit cost of production to 
fall as the volume of production expands is known in 
economics as the law of increasing returns or diminish¬ 
ing costs. 

This law refers to the amount of the product rather than 
to the profits. The application of twice as many doses 
of capital and labour in the making of a certain kind of 
article may yield, perhaps, three times as much product 
as before. But if the market is so unfavourable that the 
total product cannot be disposed of except at a consider¬ 
ably lower price, the net proceeds may be less than those 
previously obtained from the smaller output. Thus, the 
attainment of increasing returns does not necessarily re¬ 
sult in the making of larger profits. The limitations of 
demand often prevent the full utilization of all the bene¬ 
fits attendant upon large-scale production. 

There are certain conditions, however, under which the 
unit cost of production, instead of falling with every in¬ 
crease in output, shows a tendency to rise. When the 
application of equal doses of capital and labour is 
followed by a less than proportionate return, the law of^ 
diminishing returns is said to be in operation. Agriculture .^ 
and other extractive industries afford the best examples ^ 
of diminishing returns, although, as will be shown later, \ 
the tendency is constantly expressing itself throughout 
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aE, forais of production. In the growing of foodstuffs 
there is not the same opportunity for intensive methods 
and standardized operations as in the manufacture of 
ordinary commodities. Nature is described as "niggardly ” 
for the reason that a greater effort applied to a given tract 
of land will not always yield a correspondingly greater 
output. If, for example, lOO hours devoted to a plot of 
l^d result in 500 lb. of vegetables, it is unlikely that 200 
hours will yield 1,000 lb., so long as the method of produc¬ 
tion and other external conditions remain unaltered. 
Indeed, if the cultivation is carried far enough, it is likely 
that the application of further labour wiU result in no 
additional crop at all. 

Diminishing returns as here defined are sometimes con¬ 
fused with the falling-off in the product due to the cultiva¬ 
tion of inferior lands. In a new country, for example, it 
may be assumed for present purposes that the most fertile 
land is cultivated first, and then, as the population in¬ 
creases, the inferior lands are brought into use. It is true 
that the application of a given amount of capital and 
labour yields a smaller return than was obtained from the 
best quality land. But the position is somewhat different 
in that both grades of land are virginal; the disparity in 
the returns is due, not to the fact that one plot has already 
been deprived to some extent of its productive capacity, 
but to the fact that it is by nature less prolific. 

People, therefore, tend to work the more fertile land 
until the returns have so diminished that it becomes 
profitable to cultivate the inferior land. In a " new ” coun¬ 
try, whrrc land is plentiful and cheap, large holdings and 
extensive cultivation are the rule. When the demand for 
food increases, it is more economical to plough up some 
fresh land than to cultivate the first tracts more inten¬ 
sively. But in an "old” country, where land is dear and 
used for numerous purposes besides growing food. 
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intensive methods are more usual. The holdings are much 
smaller, but the output per acre is usually greater. 

Production rarely ceases at the point at which diminish¬ 
ing returns set in, for a profit may continue to be earned 
considerably beyond this stage. The determining factor 
is not the volume, but the price, of the product. Though 
the cost per unit begins to rise, the selling price may still 
show a sufficient profit to warrant the application of more 
capital and labour. As will be explained more fuUy at a 
later stage, the producer tends to continue his expenditure 
until it is just covered by the selling price of the product. 

Interaction of Diminishing and Increasing 

Returns 

The tendency to diminishing returns shows itself also in 
constructive industry, though not to the same degree as 
in the purely extractive branches of production. A manu¬ 
facturer aims at using his plant to full capacity, and as he 
approaches that point he enjoys increasing returns or 
diminishing unit costs. But there is a possibility, in his 
desire to get the utmost from his resources, of carrying 
production to the point at which additional units cost 
him more and not less. In regard to motive power, for 
example, he may find that a greater expenditure in fuel 
will not yield a more than proportionate, and, beyond a 
point, will result in a less than proportionate, increase in 
power. Similarly, in transport there is known to be a 
most economical speed; to add, for example, to the speed 
of a car or lorry by 20 per cent may require a greater 
petrol consumption to the extent of 50 per cent, not to 
mention the relatively greater wear and tear. The same 
principle applies to personal qualities. Many men can 
manage a business of moderate dimensions very success¬ 
fully—their “return” is comparatively high—^but fail to 
show the same degree of success when the business is 
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enlarged. The number of instances of this kind could 
readily be multiplied. 

Thus, it is not correct, as is sometimes maintained, that 
diminishing returns are typical of extractive industries 
and that increasing returns are to be found only in con¬ 
structive industries. Increasing returns are not unknown 
in agriculture, while, as we have shown, manufacture is not 
exempt from increasing costs. It may be said in fact that 
the two sets of forces are always tending to operate. In 
agriculture and similar occupations, nature plays a large 
part and man has but limited opportunity of exercising 
his ingenuity. In manufacture, on the other hand, the 
restrictive influence of nature is not so formidable, while 
the scope for man’s inventiveness is almost boundless. 
But the same underlying forces govern all forms of pro¬ 
duction, and it is not allowable therefore to draw a rigid 
distinction between extractive and constructive industries 
and to formulate a different law applicable to each. 

Lastly, attention may be drawn to those conditions 
under which the tendencies to diminishing and increasing 
returns balance each other, the unit cost of production 
remaining constant whether the output increases or 
diminishes. Some writers are led thereby to formulate a 
law of constant returns, but it can hardly be placed in the 
same group as the other laws. It is true that many con¬ 
cerns appear to have reached a constant level of produc¬ 
tion costs, but the propriety of attributing their position 
to a distinct set of forces is doubtful. The fact of constant 
costs can be explained from the interaction of the forces 
already considered without resort to the formulation of a 
distinctive law 



SECTION 8 
COMPETITION 


Perfect competition, though often postulated for purposes of reason¬ 
ing, is rarely experienced in real life. It would necessitate full 
knowledge on the part of sellers and buyers, free mobility of labour, 
capital and commodities, and liberty of action unfettered by in¬ 
dustrial organizations or the State, Some restraint on economic 
freedom is often essential in the public interests. 

Forms and Conditions of Competition 

The prevailing economic system is still often described as 
competitive, although, as we shall show later, the liberty 
of action, so dear to the political economists of former 
days, is becoming increasingly subject to interference, not 
only by the public authority, but also by monopolistic 
organizations which are growing up in almost every 
direction. We may, however, to begin with, ignore these 
limiting and “frictional” conditions. 

The commonest form of competition, and the one 
usually understood by the term, is the rivalry between 
producers to find markets for their goods. The corre¬ 
sponding type of competition, though not so evident, is 
that between consumers to obtain supplies. The number 
of producers of a particular commodity is, of course, 
usually much smaller than the number of consumers, and 
therefore competition between the former lends itself 
more to organization. Representatives and advertise¬ 
ments offering goods for sale at reduced prices in order to 
gain orders are a prominent feature of our industrial 
system, whereas announcements of would-be customers 
offering larger prices in order to secure commodities are 
comparatively rare. On the other hand, as manufacturers 
have to buy their materials from outside concerns, there 
may be struggles with other firms to obtain supplies just 
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as intense as the rivalry to find customers for the finished 
goods. 

Particular types of competition are almost innumerable. 
Workmen compete for employment and higher wages. In 
another sense, they compete with the labour-saving 
machinery that has been provided out of capital. Capital¬ 
ists compete for the best returns to their investments. 
Where goods or services can be substituted for one another 
the competitive element is again strong. There is com¬ 
petition between steel and concrete, between wool and 
silk, between railway transport and motor transport, 
between the cinema and the theatre. There is competi¬ 
tion between localities and nations. Brighton extols its 
virtues as against other holiday resorts; American cars 
compete with European in most parts of the world; while 
in this country the goods of the Empire as a whole are 
advertised and sold in competition with those from other 
countries. 

Some industries lend themselves more readily to com¬ 
petition than others. Where the advantages of large-scale 
and centralized production are very pronounced, there is a 
distinct tendency to combination, leading perhaps to 
monopoly. Where, however, the point of maximum re¬ 
turns is reached at a comparatively early stage, and unit 
costs begin to rise, the movement in the direction of 
integration is impeded. Instead of existing firms widening 
their activities and absorbing or amalgamating with other 
concerns, there is a greater hkelihood of new firms entering 
the field and competing on fairly equal terms. 

If perfect competition is to be achieved, certain con¬ 
ditions must be fulfilled. The first requisite is a full 
knowledge of the market on the part both of sellers and of 
buyers. Producers must be thoroughly informed of the 
quantity and quality of goods that their rivals are offering 
for sale, and of the prices that are being asked. Equally 
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important, they must have some cognizance of thein , 
competitors' intentions for the future. It goes without*' ' 
saying that they should be fully aware of the requirements. 
of the consumers. The latter, on their part, must havej 
a no less adequate knowledge of the other buyers' wants i 
and of the prices they are prepared to pay, as well as oft.., 
the stocks, present and prospective, to be offered for sale.;, 
A highly-developed system of communication is therefore^. 
indispensable. 

Secondly, there must be perfect mobility of labour,* 

’ capital and commodities. Workpeople, for example, must * 

. not only have the knowledge of where better employment. 
or remuneration is to be obtained, but must have the will, 
and the means to take advantage of the circumstances and» 
to move themselves, their families and belongings, fromt 
one place to another. Capital must be capable of being, 
easily and cheaply transferred to those occupations that, 
yield a higher return. Furthermore, it is highly essential* 
that the facilities for transport should be so organized, and, 
the charges in proportion to the value so low, that the pro-' 
ducts of industry can be quickly and cheaply transferred 
from their place of origin to their ultimate destination. 

The third essential condition is freedom of the producersi 
and consumers to act as they think best, without any 
restraint from some external body. Manufacturers mush 
be permitted to produce their goods in whatever quantity 
and grade they choose. Consumers must have free access* 
to all markets, and purchase fronrany dealers they prefer. i 
There must be no dictation from any private or public; 
body which will limit or alter the direction of economic' 
transactions. 

Imperfections of Competition 

It need hardly be said that such a combination of cir¬ 
cumstances is rarely experienced. Even in the nineteenth 
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century, the heyday of economic freedom, there were 
sufficient limitations to prevent the forces of competition 
from working themselves out to the fullest extent. 

In the first place, sellers and buyers seldom possess the 
perfect knowledge of the market that was postulated 
above. Producers are not always well informed of their 
rivals’ activities. There are still many industries in which 
the firms jealously guard their trade secrets, and in which, 
furthermore, custom and tradition play a large part. As 
for the declaration of future polity, it is hardly likely that 
the majority of firms will divulge their intentions and 
projects. The knowledge of “final” consumers is even 
more defective. Manufacturers and others who consume 
materials in the course of further production make special 
efforts to obtain full information of supplies, but this can¬ 
not be said of the average consumer of final commodities. 
Buying in much smaller quantities, final consumers have 
not an equal incentive to investigate the whole field 
before deciding on their purchase. Even if they are so 
inclined, they have not the same means of obtaining the 
required information. The wife of an ill-paid worker has 
to think hard in eking out her small household allowance, 
and is as likely as any consumer to know how to spend 
money to the best advantage. But even she is liable to 
make some error in laying out her few shillings. She may 
be misled by some specious advertisement or by a plaus¬ 
ible shop assistant. Perhaps the offer of credit, which can 
be a real evil in poor quarters, induces her to purchase 
articles which ought not properly to be included in her 
budget. Consumers in the wealthier classes betray a still 
greater ignorance of market conditions, of which traders 
are not slow as a rule to take advantage. 

The second condition of perfect mobility of labour, 
capital and commodities is not easily fulfilled. People are 
apt to be swayed by non-economic considerations, and for 
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reasons such as family or local attachment, together with 
the expenses of moving, are not induced to change, their 
place of livelihood, unless the additional remimeration or 
other attraction is considerable. The immobility between 
grades of employment, as contrasted with places of em¬ 
ployment, is still more difficult to overcome. Free com¬ 
petition might be taken to imply equality of opportunity 
from the start, but we are still far distant from this ideal. 
In the meantime, certain occupations will be recruited 
largely from those people who have received special 
advantages, and movement between the “non-competing 
groups,” as they have been termed, will remain very 
sluggish. 

Capital on the whole is more mobile than labour, but it 
is only in the most liquid form that it can be said to 
satisfy the requirements of perfect competition. Even 
then, investments in the home country exercise the greater 
influence, and the interest must usually be well above that 
earned at home before capital is permitted to go abroad. 
The chief factor affecting the mobility of commodities is 
not so much the capacity for physical movement as the 
cost of transport. Where this cost is large in relation 
to value or bulk, mobility is hindered. Thus, there is a 
greater degree of effective competition in the market for 
gold than there is in the market for building-stone. 

Thirdly, the actions of producers and consumers are 
nowadays subject to varying degrees of control. The 
restraint may come from some monopolistic organization 
inside the industry, and may take the form of fixing 
prices, or output, or selling field. On the other hand, it 
may originate with the State, which considers some inter¬ 
vention necessary in the pubhc interests. The granting of 
patents and copyrights is a justifiable protective measure 
of this kind. Also, in those industries and services in 
which competition would lead to waste, such as railway 
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transport and gas supply, the State grants monopolistic 
rights. And, almost from its inception, the public author¬ 
ity has intervened to ensure fair dealings and observance 
of contracts. 

The imperfections of competition are responsible for 
certain disorders and abuses of the industrial system. 
Over-production, for example, of particular commodities 
is often due to faulty competition and resultant specula¬ 
tion. Production in modern times is mostly in anticipa¬ 
tion of demand rather than for special orders, and 
manufacturers have to take the risk of finding markets 
for their products after they are made. If there are no 
means of obtaining information regarding the activities of 
competitors, there is the possibility of the producers in an 
industry turning out a larger volume of goods than can be 
disposed of at a profit. The habihty to over-production is 
greater in times of rising prices, for then all manufacturers 
are eager to take advantage of the situation, and several 
of them extend their operations beyond the safety limit. 
The result may be a collapse of prices, failure of many 
firms, and industrial depression. Had competition been 
more effective at the beginning, the danger might have 
been avoided. 



SECTION 9 

JOINT-STOCK AND CO-OPERATION 

With the growth of markets and of the scale of economic activity the 
joint-stock company has in many industries largely superseded the 
one-man business and the partnership. Besides associations for 
the provision of capital there are associations, as represented by the 
co-operative movement, for common production and marketing. 
Consumers' societies have had a greater success in this country 
than producers’ societies. Though there is a certain outward 
resemblance, the co-operative society is of an essentially different 
character from, and enjoys some special advantages over, the com¬ 
petitive joint-stock company. 


Joint-stock Organization 

'J'liE one-man business is suited to simple economic 
organization, but, as the market increases and the force 
of competition becomes more powerful, the tendency to 
some form of association becomes more pronounced. 
There are still, of course, thousands of one-man concerns, 
many of which are of considerable dimensions, and, des¬ 
pite the predictions of Marx and other economists of the 
nineteenth century, the number is not diminishing very 
quickly. A broad survey of these businesses, however, 
shows that they are, for the most part, concentrated in 
certain industries in which, for reasons previously ex¬ 
plained, tlie economies of increasing returns are not 
readily attained. Even in those trades, such as retail 
shopkeeping, which were formerly regarded as the strong¬ 
hold of the small tradesman, the power of the large 
multiple concern is steadily growing. 

The partnership is the next stage in the evolution of the 
business unit, and may come about through a variety of 
motives. The original owner may not have the capacity 
to cope with the growing needs of the undertaking, or 
he may require new capital to provide for expansion. 
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The new partners may be actively engaged in the con¬ 
duct of the business, or they may be of the “sleeping” 
type. The former kind of partnership is little different 
essentially from the one-man business. The latter, how¬ 
ever, involves a division between capital ownership and 
capital control, which has become very marked in the 
joint-stock company. 

The joint-stock company is the principal type of busi¬ 
ness unit at the present time. According to the Board of 
Trade returns, there are in this country about 100,000 
companies with a total paid-up capital of about £ 5,000 
millions, which represents a large proportion of the total 
national capital. The principle of limited liability is 
largely responsible for the growth of companies in the last 
few decades. Before this important concession was 
secured, there was a certain danger lest the supply of new 
capital should fall short of the demand, just at the time 
when Britain’s industry and trade were rapidly developing 
and the need for capital was especially urgent. The change 
in the law gave the necessary protection to the investor, 
limiting his liability to the amount of his holding, and 
thus the feared shortage in the supply of capital was 
prevented. 

Joint-stock organization wrought tremendous changes 
in the economic system. It was the means, in the first 
place, of collecting comparatively small sums from in¬ 
vestors who previously had little opportunity of putting 
their wealth into productive employment. The aggrega¬ 
tion of these sums into large amounts made it possible to 
increase the scale of production, thus improving the 
efficiency of the economic system as a whole. The joint- 
stock method not only enlarged the size of the industrial 
unit, but it also widened the sphere of economic control. 
The ability to purchase shares in an undertaking, which 
might be in competition with one’s own, made it possible 
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to obtain some voice in the direction of that business, and 
might lead eventually to monopoly. The acquisition of 
fifty-one per cent of the shares (or a larger proportion if 
specified in the registered constitution of the company) 
might be all that was required to achieve this end. 

Co-operative Organization 

Before proceeding to the advanced forms of industrial 
combination, we may note a type of economic undertaking 
which in some ways is akin to the joint-stock organization, 
yet in others is fundamentally different. Co-operative 
societies, in one form or another, have been remarkably 
successful in this country and on the Continent. In Great 
Britain roughly one half of the people are provided with 
more than one-half of their daily requirements from co¬ 
operative sources. 

Co-operative enterprise is of two main kinds. People 
may join together for purposes of common production or 
they many associate for buying and selling, in each case 
dividing any surplus among themselves in some agreed 
proportion. Producers’ co-operation is the older form, but 
has not been markedly successful in Great Britain. Dur¬ 
ing the nineteenth century several attempts were made to 
develop and extend the producers' movement, notably by 
the Christian Socialists, but, despite several spasmodic 
bursts of enthusiasm, comparatively little progress was 
made. In several European countries, however, the pro¬ 
ducers’ movement has had a larger measure of success, 
but the consumers’ societies are not so numerous as they 
are here. 

There is another form of producers’ co-operation which 
must be distinguished from that form which manifests 
itself in self-governing workshops and similar undertakings. 
Co-operation among farmers, for example, in the purchase 
of machinery or the selling of their produce, is in a different 
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category from workmen's co-operation. Similarly, co¬ 
operative banking and insurance, which have been remark¬ 
ably successful in some countries, have little in common 
with the producers’ co-operation that was intended to be 
purely a working-class organization. These types of co¬ 
operation, in fact, have a closer resemblance to ordinary 
joint-stock practice than to co-operative production as 
usually understood. 

Co-operation of consumers, as distinct from that of 
producers, has had a success in Great Britain far greater 
than could have been envisaged by the pioneers of the 
movement. Beginning less than a century ago, it spread 
quickly in nearly all parts of the country, especially 
in the new industrial areas, until it came to be one of the 
chief organizations for supplying the needs of the people. 
At first the societies were content with providing such 
articles as food and clothing, but gradually their scope 
widened, and there are now very few commodities in 
retail trade that cannot be obtained through co-operative 
agency. Even houses, motor-cycles, insurance policies, 
and other things that used not to be regarded as coming 
within the scope of co-operative selling, are now provided 
with the same facihty as a loaf of bread or a pair of 
shoes. 

Though the societies began primarily as distributive 
bodies, many of them set up productive departments to 
supply such articles as could easily be made on the spot. 
But in T864 they made the momentous decision to grow 
and manufacture certain commodities for the whole 
movement, and for that purpose established the English 
Co-operative Wholesale Society, following it up five years 
later with a similar society for Scotland. The activities of 
the wholesale societies have so increased that nearly 
three-quarters of the articles sold by the retail societies 
are now produced in C.W.S. factories and fields. The 
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wholesale societies possess, in addition to scores of fac¬ 
tories, their own coal-fields, tea plantations an^ wheat 
lands, their own banking and insurance organizations, 
and give employment in the productive departments 
alone to nearly 100,000 people. 

This important branch of co-operative activity must 
not, however, be confused with producers’ co-operation as 
defined above. The people employed by the C.W.S. are in 
a somewhat similar position to the employee;s in any other 
well-conducted establishment. The profits are divided, 
not among the workpeople, but among the retail societies, 
which, like their own individual members, participate in 
the surplus in proportion to their purchases. The fact 
that the consumers, and not the actual producers, share 
the profits distinguishes the C.W.S. departments from 
the true self-governing workshops. 

Joint-stock and Co-operative Methods 
Compared 

Though there is an outward resemblance between 
joint-stock and co-operative methods, in that both forms 
of organization derive their capital from a number of 
sliareholders, a slight examination is sufficient to reveal 
important differences in the structure and policy of the 
two forms of association. First, the co-operative societies, 
being with very few exceptions registered under the 
Friendly Societies Acts and the Industrial and Provident 
Societies Acts, and not under the Companies Acts, limit 
the shares held by any one member to a maximum of £ 200 . 

Secondly, the capitkl receives a fixed rate of interest, 
usually 5 per cent, and the profits in excess of the amount 
necessary to pay this interest are divided among the mem¬ 
bers in proportion to the value of their purchases. Some 
societies do not pay the full rate of interest to those 
shareholders whose purchases during the year have not 
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reached a specified total. This method of distributing 
profits, needless to say, is entirely different from that 
adopted by the ordinary company. 

Thirdly, each member is allowed one vote, irrespective 
of the number of the shares he holds. Thus, a person who 
holds the maximum number of 200 shares has no greater 
voting power than that of the poorest member who can 
just afford the minimum £1 share qualification. Voting 
by proxy is almost non-existent. 

Fourthly, the share capital of a society can usually be 
withdrawn at short notice. The member therefore is 
safeguarded against depreciation, although, on the other 
hand, the shares in a very prosperous society do not com¬ 
mand any premium. Some societies insist on their mem¬ 
bers holding at least one transferable share, but for the 
movement in general there is little need for any machinery 
to facilitate the purchase and sale of shares between one 
member and another. 

Fifthly, there is no limitation on the number of share¬ 
holders in a co-operative society. The committee have the 
power to exclude a person who, in their opinion, is liable to 
act detrimentally to the interests of the society, but other¬ 
wise there is no restriction imposed. 

The Economies of Co-operation 

The co-operative societies have certain definite advan¬ 
tages over firms which are in competition with them and 
with each other. For example, there is the economy in 
advertisement. The co-operative societies are not under 
the same obligation to spend lar^e sums in competitive 
advertising for the demand for their goods is steadier and 
their clientele is more assured. There is a justifiable ex¬ 
penditure in advertisement for securing new members 
(though even on this account the outlay per head is rela¬ 
tively small), but once people have been induced to join 
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the societies the dividends and other advantages of mutual 
trading are usually sufficient to retain their custom. And, ' 
as there is, with few exceptions, not more than one 
society in a single area, the need for advertisement to 
induce people to come to a particular shop does not 
exist. 

A corresponding economy occurs in the dealings l>e- 
tween the wholesale and retail societies. Whereas a large 
staff of travellers and representatives are usually employed 
by manufacturers and distributors to secure the custom of 
the retail shopkeeper, the number required by the C.W.S. 
is naturally very small. In addition to these savings in the 
marketing of goods there are certain advantages, though 
not perhaps to the same degree, in the productive depart¬ 
ments. The demand from the retail societies is regular all 
the year round, estimates of required stocks can be made 
with fair accuracy, and waste can thus be reduced. Also, 
there is nothing to be gained, as between one society and 
another, by the concealment of processes and the use of 
special brands. All fresh knowledge is willingly distri¬ 
buted throughout the movement, thus demonstrating a 
further economic advantage over firms that are in active 
competition. 



SECTION 10 


SCIENTIFIC MANAGEMENT AND 
RATIONALIZATION 

The difference between scientific management within an establish¬ 
ment and rationalization throughout an industry is only one of 
degree. Scientific management, along with the introduction of 
labour-saving machinery, can work out to the benefit of all classes, 
provided that certain conditions are observed. Similarly, rational¬ 
ization holds out promise of general advantage, though it may be 
necessary to impose some degree of public control, 


Scientific Management in Single 
Establishments 

A FEW years ago there was a boom in “scientific manage¬ 
ment,” and scores of books were published, especially in 
America, to advertise the new gospel. Of late the enthu¬ 
siasm for the movement has assumed a more moderate 
tone, partly because the limitations of the supposed 
science have become more widely recognized, but chiefly 
because the wider claims of “rationalization” have cap¬ 
tured the public fancy. Scientific management, as 
ordinarily understood, is primarily concerned with the 
human factor in industry, while rationalization is taken to 
cover a much larger field. Although, strictly speaking, it 
would be correct to regard rationalization as a particular 
expression of scientific management—i.e., as applied to 
industrial and commercial pohey as well as to conditions 
of production and employment inside the walls of an 
establishment—the common usage of the terms may, for 
our present purpose, be retained. 

Scientific management aims at securing within a factory 
the maximum return for the minimum amount of expendi¬ 
ture, and, as applied to a single workman, endeavours to 
get from him the greatest output for the smallest 
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effort. The two objects are not quite identical, for, whereas 
the former is largely a matter of intelligent organization 
and division of functions, involving the most useful 
arrangement of all the services and implements at one s 
disposal, the latter involves the close supervision and 
direction of individual operations with a view to the 
elimination of all wasteful or comparatively unproductive 
effort. Indeed, as often defined, scientific management is 
chiefly concerned with this purely personal direction, the 
advantages of the wider form of specialization being so 
generally recognized as to require no special campaign. 

Scientific management, fully carried out, entails a 
double form of investigation; first, the study of the 
motions undergone in carrying out a task, and, secondly, 
the study of the time necessary for its performance. F, W. 
Taylor and his disciples were fond of experimenting with 
individual operations until a piece of work could be com¬ 
pleted with the minimum number of movements and in 
the minimum time. Experts were specially appointed to 
study every motion from the beginning to the end of a 
particular task, and were provided with the most elabor¬ 
ate instruments for the purpose of taking exact measure¬ 
ments. After minute examination of the operations per¬ 
formed by a number of representative workers, experi¬ 
ments would be made for modifying particular motions, 
altering their direction, eliminating some of them alto¬ 
gether, instituting rest pauses at definite times, and so 
on; and when the point of maximum efficiency was 
reached, the formula would be generally applied to all en¬ 
gaged on that kind of work. The study of the time spent 
on the task naturally plays an important part in devis¬ 
ing the formula, but, more often than not, the time factor 
is regarded chiefly as a basis of a special form of wages 
calculation. In the construction of many premium bonus 
systems, for example, time study has an important place. 
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Scientific Management of Industrial Groupings 

Though rationalization is of much wider scope, the 
difference is largely one of degree. In a scientifically 
V ordered establishment every effort is made to reduce 
waste and,vSecure maximum output. The latest processes 
and luachinery are introduced; specialization is made 
more intensive; unnecessary motions and comparatively 
unproductive capital goods are ehminated. Much the 
same kind of thing is done, on a larger scale, under schemes 
of rationalization. Instead of regarding the individual 
business as the unit, the internal construction of which has 
to be improved, the rationalizer looks upon the industry 
as a whole, and endeavours to rearrange and, if necessary, 
reconstruct the entire industrial grouping so as to econ¬ 
omize in costs and make production more advantageous. 
He cannot, of course, study and experiment with the 
several firms in the same way as the scientific manager 
deals with the men under him: partly because the numbers 
are much smaller; partly because the activities of appar¬ 
ently similar firms show far more variation than do the 
activities of a number of workmen in a particular occupa¬ 
tion ; but mostly because the rationalizer has rarely the 
same power as the scientific manager of imposing his will 
on. the individual units. The workpeople in a factory 
that is “ scientifically ” managed have little opportunity of 
expressing their dissatisfaction, if they have any, with the 
methods in operation. Should they throw up their work 
in protest, there are many others who would gladly rush 
in to take their places. Under rationahzation, on the other 
hand, the firms have normally to be coaxed into the 
scheme and they often demand a good price as a condition 
of entrance. If there happens to be an establishment that 
is closed down under the new management, the owners are 
not necessarily the losers, but often receive compensation 
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from a common fund. Should their machinery need to 
be scrapped, and have to be replaced by more modem 
plant, the cost would not fall on them alone. On such 
grounds, therefore, the analogy between scientific manage¬ 
ment and rationalization breaks down. Rationalization 
may lead to a wider use of scientific management, but the 
one is not merely a larger edition of the other. 

Both share the advantage that, properly applied, they 
result in a more economical system of production. In¬ 
vestigations have frequently proved that scientific man¬ 
agement schemes have often more than doubled the 
quantity of output, while the quality, too, has shown an 
improvement. Though it is not so easy to compute the 
results of rationalization schemes, especially as the records 
are fewer and cover a much shorter period, there can be 
little doubt that the resultant economies are no less con¬ 
siderable, In Germany and America, where the movement 
has made rapid strides during the past decade or so, there 
is ample testimony to the cost and price reduction that 
rationalization makes possible, and in this country, too, the 
process has been speeded up in order to keep pace with the 
developments abroad. Where firms show reluctance to 
enter upon a scheme of rationalization, the reason is 
usually to be found in their apprehension of their future 
position in relation to other firms rather than in any 
doubt of the general economies that are likely to accrue. 

New Processes and Unemployment 

The arguments directed against scientific management 
and rationalization are in the main concerned with possible 
dangers that befall certain of the participants, and rarely 
with any inherent disadvantages in the schemes them¬ 
selves. Chief among the drawbacks is the increased 
liability to unemployment. Could it be shown that the 
imemployment was due purely to temporary dislocation 
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at the time of the change-over, the position would not be 
so serious, or even peculiar, for almost every step forward 
in the art of production is bound to alter the demand for 
certain types of labour. Unfortunately, however, the 
events of the last few years do not give support to the 
comforting argument that the dislocation is merely tran¬ 
sitional in this sense, but point to the existence of some 
deeper causes. 

The bearing upon unemployment is really two-fold. 
First, certain of the workers are liable to dismissal as a 
result of the improvements both in individual operations 
and in technological processes. For practical purposes these 
may be considered together. Secondly, the workers are 
in danger of a like fate when there are changes in the 
administration and organization of industry in general. 
The same principle underlies both forms of change, but the 
manifestations arc sufficiently different, at any rate on the 
surface, to warrant separate examination. 

The conventional argument that machinery (or scientific 
management) in the long run does not increase unem¬ 
ployment, but even diminishes it, is well known and need 
not be developed here in any detail. Briefly, it is main¬ 
tained that the wider use of the new methods causes the 
costs of production to fall. On this point there can be 
little dispute. Next, it is contended that the reduction in 
costs leads to a reduction in prices. Here there is some 
uncertainty. If competition is strong, the fall in prices 
may be assumed, but if there is some monopoly, whether 
open or concealed, the automatic drop in prices cannot 
be taken for granted. Suppose, however, to continue the 
argument, that prices do in fact show a reduction. It is 
next asserted that the demand will be so stimulated as a 
result that those discharged may find work again, and that 
the ultimate effect of machinery and new processes on 
employment, therefore, is not harmful but beneficial. But 
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here, also, there is an obstacle to be surmounted. The 
demand for the product may not be so elastic as the above r 
reasoning postulates. The production of comparatively 
new articles, such as radio sets, bears out the argument 
that employment is more likely to increase than to 
diminish, following the introduction of labour-saving 
devices, but all goods are not produced under the same 
conditions. Even in the sale of wireless goods there is a 
certain point in the downward price trend at which the 
demand is apt to harden, and beyond which an adequate 
expansion in sales following on a cut in the price cannot 
always be counted on. When we come to articles that 
have been in production for many years and are already 
very cheaply priced, the ill-effects on those in employ¬ 
ment cannot be lightly dismissed as temporary. Thus, in 
the cotton textile industry, the introduction of machinery 
was for several generations accompanied (though not 
without temporary dislocation and distress) by an in¬ 
creasing volume of employment, but gradually, quite 
apart from the competition from newly developed coun¬ 
tries, the potentialities of supply appeared to out-distance 
those of demand. And when we come to such articles as 
foodstuffs the limitations of the argument are even more 
evident, for the demand in such cases tends to be com¬ 
paratively inelastic. Thus, the introduction of machinery 
in agriculture is certainly beneficial to the community as 
a whole, but the prospects of all the labourers returning 
to their employment are not reassuring. 

Finally, the argument goes on, while there may be some 
who are permanently dislodged by machinery from the 
former occupations, increased opportunity for employ¬ 
ment is to be found in the new industries, including the 
very important work of making the machines themselves. 
Here, too, the reasoning must be used with caution. 
Obviously, the argument that employment in the making 
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of machinery balances unemployment caused by its 
introduction in other industries cannot be carried very 
far, for it savours strongly of the fallacy of living by 
taking in each other’s washing. There is more substance 
in the other argument that fresh openings are being 
offered in the new industries that are springing up. The 
greater use of machinery has increased the volume of pro¬ 
duction and purchasing power, which in turn has expressed 
itself in an increased demand for new as well as old types 
of goods. Also, the greater leisure, that machinery alone 
has made possible, diverts this demand into channels that 
a generation ago were unknown by the masses of the 
people, with beneficial effects on employment in the new 
industries. 

Rationalization and Unemployment 

Much the same kind of reasoning is apphed to the effects 
on unemployment of rationalization of industry in the 
wider sense. The view is commonly held that the re¬ 
duction in costs of production will react beneficially on 
prices and demand, and that the transitory unemploy¬ 
ment will eventually be more than made good by the 
improvement in trade conditions. Few exponents of 
rationalization at the present time deny that an im¬ 
mediate effect of their proposals may be to swell the 
unemployment figures, but almost all of them emphasize 
the transitory character of the dislocation. They point out, 
however, that it is not sufficient to judge from the immedi¬ 
ate impact on the unemployment returns, but that regard 
should be paid to the probable situation if schemes of 
rationalization are not adopted and carried through. Our 
foreign rivals have ration^zed and have not escaped 
unemployment in consequence. But, once their industry 
is reconstructed and re-equipped, their chances of com¬ 
peting in the world market will be considerably enhanced. 
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and, if the producers in this country do not follow suit, 
their position in the world's trade will be further pre¬ 
judiced, and unemployment will become even more serious. 

The force of this argument cannot be denied, and it is 
coming to be recognized that the liability to unemploy¬ 
ment, provided it is temporary, as the above exponents 
maintain it to be, is not sufficient reason by itself to invali¬ 
date the schemes of rationalization. But suppose a pro¬ 
ject passing under this name is merely a plan for securing 
a monopoly and for raising prices. Suppose that the much 
desired stability, that control of output is supposed to 
bring, turns out to be fixity of supply at a low, though 
highly profitable, level. Suppose that as a result unem¬ 
ployment perpetuates itself. Suppose that manufacturers, 
in general, find themselves in the dilemma of having an 
enormous producing capacity catering for a limited 
demand which apparently never can, under the prevaihng 
conditions, keep pace with production and threatens even 
to diminish. Taken together, these suppositions are too 
serious to be ignored. A business man who, in his own 
interest, is embarking upon a scheme of rationalization, 
cannot be expected to give much thought to the indirect 
repercussions to which his action gives rise. But that 
makes it all the more the work of the economist, in his 
position of comparative detachment, to ponder over the 
numerous reactions and to try to envisage the general 
results of such a policy, if permitted to be carried through 
without some measure of public direction or control. 

Limits to Rationalization 

In so far as rationalization means a more economic 
order of production, there can be no question of its in¬ 
evitability and extension. In one form or another, it has 
been going on for a century or more, and, as has been said 
more than once, there is nothing new about it except the 
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name. But, just as the technical and other innovations 
of the Industrial Revolution took many decades before 
they were in widespread use, so it is likely that the modern 
rearrangements commonly associated with rationalization 
will take a long time before they are universally adopted. 
It may happen, too, that frictional influences and counter¬ 
forces will impose a brake on the new movement long 
before it has reached its zenith. 

The limits to rationalization fall into two main groups. 
First, there are the restrictive factors operating from 
within the industry itself. If the industry is one which is 
not adaptable to large scale organization, or, at any rate, 
does not permit of an appreciable fall in unit costs as the 
size of the business increases, there is obviously a limit to 
the activities of the rationalizer. If, further, the industry 
turns out a commodity for which the demand is com¬ 
paratively inelastic, another check to the extension of 
production is perceived. The organizer will still find 
scope for the ehmination of waste, for concentration and 
co-ordination, and so on, but there will be little incentive 
to increase the scale of production. If costs are reduced, 
the benefits will tend to remain with the producer, and 
not to pass on to the consumer. These and similar factors 
inherent in the industry itself have already been touched 
upon, and there is no need to enlarge upon them afresh. 

Secondly, there are the external limiting factors, which 
are in many ways more important, though they are not 
always so obvious. One result of rationalization, often lost 
sight of, is that the benefits to one group of concerns may 
be cancelled by corresponding losses to another group. 
Suppose, for example, that a number of independent con¬ 
cerns, which have in the past bought their materials and 
sold their products in competition with one another, now 
decide to combine. To the extent that they effect real 
economies in buying and selling as a result of the new 
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policy, the benefit is general and involves an addition to 
the net income of the nation. But in so far as they are 
able, through a single policy, to force down the prices of 
their suppliers, or to force up the prices of their customers, 
the greater profits thus obtained are no criterion of an 
improved economy. 

A limitation that is more serious than appears at first 
sight arises from the growth of secondary trades. Rational¬ 
ization, including mass production and standardization, 
has made greatest strides on the whole in those industries 
that cater for people’s primary needs. Consumers, in 
order to satisfy their necessary wants, do not insist on 
wide variety or on special brands or sizes, but are con¬ 
tent with articles of standard form and quality that lend 
themselves to production on mass and standardized hnes. 
When, however, their first needs have been met, people 
are a little more particular in satisfying their secondary 
wants. Though cheapness is still an important factor, it 
is not always the only consideration, and scope is offered 
therefore to those who, producing on a comparatively 
modest scale, can adapt their products to special require¬ 
ments and can change, more easily than mammoth 
concerns, the character of their products to meet such 
altered conditions as fashion or other reasons may dictate. 
Admittedly, there are important exceptions, such as to be 
found in the motor-car industry (which, however, despite 
mass-production methods, can turn out a wide variety 
of styles), but in general it remains true that in the 
secondary industries the limits to rationalization, as com¬ 
monly understood, are experienced at a relatively early 
stage. 

Finally, there is the limitation, to which reference has 
already been made, that arises in the absence of a proper 
bedance between the potentialities of production and the 
effective demand of consumers. The rationalizer on the 
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one hand increases his productive powers, but does not 
always succeed in creating a market that justifies produc¬ 
tion at its maximum scale. If, as commonly happens, the 
number of employees is actually diminished, there is 
danger even of a decline in purchasing power. This is the 
dilemma out of which a way has to be found before the 
fruits of rationalization can be enjoyed to the full. 



SECTION 11 

COMBINATION AND MONOPOLY 

Industrial combination takes place in both a vertical and an horizontal 
direction, and in certain circumstances tends to lead to monopoly. 
Monopolistic organizations vary to some extent from one country 
to another as a result of special physical and legal conditions. 

Vertical Integration and Horizontal 
Combination 

Industrial combination is almost as old as industry it¬ 
self. The earliest accounts of economic activity record 
attempts, successful or otherwise, at the joining of forces 
for the purposes of greater efficiency or for obtaining 
greater control over the market. In the Middle Ages, for 
example, the practice was regarded as sufficiently impor¬ 
tant to warrant special legislation and the appointment 
of officers to prevent such combination as would interfere 
with fair trading and a “just price.” It was not, however, 
until the nineteenth century, when the changes in tech¬ 
nique and organization had altered the economic structure 
of the principal countries of the world, that the combina¬ 
tion movement attained serious dimensions. The tendency 
to increase the size of the business unit, due to the pro¬ 
nounced economies of large-scale production, was further 
stimulated by the device of joint-stock organization, 
which, as we have previously pointed out, made it possible 
to collect Large amounts of capital from the investing 
public under the control of comparatively few leaders. 
Changes both in industrial technique and in commercial 
policy have been equally responsible for the growth of 
the mammoth firms and monopolies that are characteristic 
of the present age. 

Combination takes place in two main directions. It is 
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described as " vertical ” when the firms which integrate are 
engaged at different stages in the production of a com¬ 
modity, and have not therefore been in rivalry with each 
other. It is described as ‘‘horizontal” when the firms are 
of a similar character, and, in the absence of combina¬ 
tion, capable of direct competition. Thus, for instance, 
there are large organizations which possess their own coal 
and iron mines, their blast furnaces, and all the other 
necessary plant for the production of iron and steel goods 
from beginning to end. On the other hand, there are 
concerns, perhaps no less ambitious in the scale of their 
turnover, which are made up of units that are, as it were, 
all on one level. Combination may be effected between 
colliery owners, or between steel manufacturers, or be¬ 
tween distributors of the products, resulting in a united 
policy in their dealings, backwards with the suppliers 
of materials, and forwards with the customers for their 
goods. 


Motives for Combination 

The motives prompting vertical and horizontal com¬ 
bination respectively are not necessarily the same. The 
chief object of vertical integration is doubtless to secure 
greater economies in production. Particularly in such 
industries as iron and steel manufacture there is a con¬ 
siderable saving in fuel and time, for the articles can pass 
through several stages in the course of their production 
without being allowed to cool. It is literally a case of 
“striking while the iron is hot.” There is also the motive, 
which can readily be appreciated, of producing one's own 
materials and plant, not only for the sake of the added 
gains, but because of the greater dependence that can 
usually be placed on the quality of the goods and the 
regularity of delivery. On the distributive side it may be 
intended to deal directly with the retailer and even with 
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the consumer, thus cutting out some of the middleman’s 
profits. Also in countries, such as Germany, where a turn¬ 
over tax is in operation, a certain impetus to vertical 
combination is afforded by the fact that, as no actual 
sale of goods takes place between one stage of production 
and another, no tax can be imposed on any turnover 
beyond that at the end of the chain of production. 

The desire for monopoly may or may not be a dominant 
motive underlying vertical integration. There are some 
firms, for example, which produce their own cloth (or 
have some control over its manufacture), make it up into 
clothing in their own factories, and sell the wares in their 
own multiple stores that are scattered all over the country. 
But they have no monopoly of the clothing industry, nor 
apparently have they any such aim in view. There are 
mammoth concerns that produce drugs and toilet wares 
in their own factories and sell them in their own stores 
over a vast area, but they do not possess a monopoly. 
The objects of these extensive undertakings are no differ¬ 
ent in principle from those of large-scale production in 
general. Competition in these industries still remains 
effective. 

Horizontal combination, on the other hand, though by 
no means incompatible with the continuance of competi¬ 
tion, is more liable to reach in the direction of monopoly. 
There are the usual economies to be obtained from buying 
and selling in large quantities, spreading the overhead 
charges over a greater volume of business, and so on, but 
in addition there is often the wish to acquire a wider 
measure of control over the purchase of materials and the 
sale of products. The purely technical economies of 
horizontal combination are not so important, as a rule, as 
those of vertical integration, but the power of monopoly 
enjoyed by the former type of association is usually much 
greater. 
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The most effective form of combination, of course, is 
that which integrates firms in both directions. A huge 
undertaking, such as Imperial Chemical Industries, Ltd., 
or the United States Steel Corporation, spreads its activi¬ 
ties right from the getting of raw materials to the selling 
of an almost infinite variety of products. And at nearly 
every stage in the vertical combination it has developed its 
operations horizontally to embrace businesses of a similar 
type. Similarly, a large omnibus company extends its 
interests in a vertical direction when it decides to manu¬ 
facture its own vehicles, and in an horizontal direction 
when it enters into some mutual arrangement, if not 
actual amalgamation, with railway and tramway organiza¬ 
tions. 


Conditions Favouring Monopoly 

Though combination is often the first step in the 
formation of a monopoly, it does not necessarily have that 
result, for something more than mere size is necessary to 
bring about full control over the total supply. On the 
other hand, a monopoly may in certain circumstances be 
effected without any preliminary combination at all, and 
may in fact be of quite moderate dimensions. 

The forms that monopoly takes, as distinct from the 
actual type of structure, which we shall examine later, 
vary considerably in their character, and do not lend them¬ 
selves to a straightforward classification. The simplest 
form, perhaps, is the possession of the natural sources of 
supply of a commodity. These "natural” monopolies 
may range in size between comparatively small under¬ 
takings, such as the supply of waters from medicinal 
springs, and giant organizations, such as the coal syndi¬ 
cates to be found in Germany. Man plays his part in the 
exploitation of the monopoly, but the original cause is to 
be found in the close concentration of natural supplies. 
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Where the disposition of natural materials and forces 
results in the localization of an industry, the conditions 
are favourable to the formation of a monopoly. Even 
where the localization is due to artificial causes, the 
chances of monopoly are greater than where the industry 
is widely scattered. There is more opportunity for the 
business leaders tp meet together and discuss policies for 
mutual benefit. Though the firms may preserve a measure 
of independence, so far as concerns their internal adminis¬ 
tration, they may nevertheless present a united front to 
their customers in the matter of prices and qualities. 

Conditions, too, on the side of demand may be favour¬ 
able to monopoly. If, for example, the commodity in 
question is one for which the demand is very inelastic, 
i.e. if a movement in the price is not likely to cause a con¬ 
siderable alteration in the demand, there is a strong 
inducement for rival firms to arrive at some agreement 
not to undercut each other, and even to adopt the more 
positive policy of raising their prices above the existing 
level. An inelastic demand, however, is only one of many 
factors, and its influence on monopoly may easily be offset 
by other considerations. The demand for bread is ex¬ 
tremely inelastic, but there is no monopoly of its supply. 
The demand for diamonds on the other hand is extremely 
elastic, yet the monopoly is very effective. 

State-Granted Monopolies 

Monopoly powers are often granted by the State. 
Patent rights and copyrights are old and well-known in¬ 
stances that require little comment or defence. The State 
also affords exclusive powers to certain firms, if unity of 
action and policy is essential to economic efficiency. Thus, 
a railway company is given sole rights to construct a track 
from one point to another; a water or an electricity com¬ 
pany is entrusted with monopoly rights for a whole area. 
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This form of monopoly is quite legitimate, for the exis¬ 
tence of competing railway tracks or electric cables or 
water pipes must almost necessarily involve some degree 
of waste. Occasionally, the State may take the initiative 
in inducing rival undertakings to enter into some com¬ 
bination. The post-War amalgamations among the British 
railway companies were largely due to the action of the 
Government, which recognized the economic advantages 
of a more unified management. 

In a similar category, as judged from the economic 
standpoint, are the publicly operated industries, such as 
the postal and broadcasting services. The motive for 
public monopoly is not so much that of profit as that of 
economy and efficiency. The carrying of letters or the 
telegraphing of messages must be in the hands of a single 
body if a fully satisfactory service, at a uniform scale of 
charges, is to be provided. The same rule applies where 
local bodies have acquired sole powers for running a tram¬ 
way service or operating their own gasworks and electricity 
stations. 

These various monopolies which owe their existence to 
State action are brought about consciously and deliber¬ 
ately. Government action of another kind, by means of 
protective tariffs and bounties, may, in regard to certain 
commodities, indirectly cause a monopoly to arise within 
the national boundaries. It used to be said that "protec¬ 
tion is the mother of trusts,” and the experience of 
America, and to a less extent of Germany, seemed to 
bear out the contention. The tendency is further streng¬ 
thened when, as a result of the protection, the businesses 
grow in size and integrate in both directions. 

The influence of protective duties, however, upon the 
growth of monopolies is not certain. The industrial com¬ 
bination that has been a marked feature in this country 
during the last few decades certainly owes its origin to 
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other factors. The protective policies of America and 
Germany have doubtless helped in the development of 
certain monopolies, but it is unlikely that they have been 
primary causes. Monopolies have arisen there in indus¬ 
tries which enjoy no measure of protection. On the other 
hand, there are countries which are very protectionist in 
character, yet in which no monopolies have arisen to any 
marked extent. And obviously those combines which are 
international in character cannot in any way be attributed 
to national protection and subsidy. 

National Characteristics 

The fact that monopolistic organizations have not 
developed on the same lines in all countries is partly du 
to special conditions, natural and artificial, which distin¬ 
guish one nation from another. In Great Britain there are 
very few organizations that monopolize the sources of 
natural supplies. The combination in the salt industry is 
perhaps the only important organization that comes 
within this class. The coal industry is too scattered to 
have resulted so far in any centralized organization, com¬ 
parable to the combines in Germany and elsewhere, 
though, partly as a result of recent legislation, selling 
associations for limiting output and fixing prices have 
been formed on a county basis. 

The law relating to monopoly has had a certain influence 
on the growth and direction of monopoly, and, varying as 
it does from one nation to another, has in a small way 
been responsible for the several types of structure that are 
to be found in different countries. In Germany, for 
example, agreements between firms for the restriction of 
output and similar objects are legeilly enforceable, whereas 
in Great Britain and America such agreements might in 
many instances be regarded under the common law 
as being in restraint of trade and therefore not binding 
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upon the parties. In Germany a number of semi-indepen¬ 
dent businesses may contract to divide the market in a 
specified manner or to conform to a stipulated scale of 
prices; and if one of the firms fails to observe the arrange¬ 
ment it can be penalized in the courts of law. In Great 
Britain and America there are many "gentlemen’s 
agreements” between technically independent firms, and 
usually they are quite effective in achieving the desired 
control. But, should any of the parties sell his goods at 
less than the agreed price, or outside his allotted territory, 
or give any concession that is calculated to bring him 
more than his specified share of the trade, it is not always 
an easy matter for the central association to mete out 
what they consider an appropriate penalty. If the firm 
were a branch of a parent body, however, and directed 
by salaried managers, it would be more amenable to 
orders. For this among other reasons, the tendency to 
integration in the Enghsh-speaking countries has been 
stronger than in the Teutonic countries, although in recent 
years the amalgamation movement in Germany has 
rapidly developed on the American pattern. 

To some extent the combination movement in several 
of the late belligerent countries was stimulated by the 
special conditions arising from the War. The governments 
often required to discuss matters with the representatives 
of important industries, and, where no trade association 
was already in existence, it was almost imperative that one 
should be formed. The establishment of a committee to re¬ 
present the interests of an industry led in several instances 
to the creation of a more closely knit controlling body. A 
similar influence was exerted by the development of the 
large trade unions on vertical or "industrial ” lines, and the 
need of some central organization of employers to negotiate 
with the workpeople’s officials, who were pressing for con¬ 
cessions that would apply throughout an entire industry. 



SECTION 12 

MONOPOLY ORGANIZATION 

Monopoly organizations may be terminable or permanent. Termin¬ 
able associations range from simple and informal understandings to 
elaborate agreements for fixing prices, regulating output, dividing 
up the market, and pooling profits. The cartel, though nominally 
a terminable association, may achieve such dimensions that it often 
becomes difficult to distinguish it from the more permanent trust, 
which manifests itself largely at the present time through the 
holding company and the merger. 


Terminable Associations 

Broadly speaking, there are four main t5rpes of industrial 
association. First, there is the association for the provision 
of capital, of which the chief form is the joint-stock com¬ 
pany. Secondly, there is the association for common 
production and marketing, represented by the producers' 
and consumers' co-operative societies. Thirdly, there is 
the association for securing greater economies in produc¬ 
tion than are possible to firms working independently, 
manifesting itself in various degrees of vertical integration 
and horizontal combination. These three t5^es of organ¬ 
ization have already been considered, and we may now 
proceed to a closer examination of the structure of the 
fourth form of association, which has as its main object the 
single control over the market. 

There are numerous stages of monopolistic organisation, 
ranging from simple unwritten agreements at the one 
extreme to complete amalgamations at the other, but 
they may, for convenience, be classified according to 
whether they are terminable or permanent in character. 
Probably the most elementary form of association for 
limiting competition is the informal understanding be¬ 
tween growers, manufacturers, or traders with regard 
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to prices and qualities of goods. Dairy owners are often 
in agreement as to the prices of their butter and eggs; 
seaside landladies have usually a minimum scale of prices 
for their rooms; while in the medical and legal professions 
there are customary charges for ordinary consultations 
and services. These informal understandings are more 
suited to local than to national conditions, though there 
are many instances of such agreements effectively regu¬ 
lating charges throughout a very wide territory. 

The next stage is found in the more formal agreements 
between producers or merchants for the purpose of fixing 
prices, or regulating output, or dividing the market, or 
allocating contracts. Such associations must be distin¬ 
guished from those which have a greater technical 
efficiency as their object. Price agreements do not result 
in any appreciable economy, and may be instrumental in 
preserving the less efficient firms at the expense of the 
more efficient, which, but for the agreement, might extend 
their market and squeeze out the inferior competitors. 
As the agreements are not, in so far as they are in restraint 
of trade, enforceable at law in this country, they are apt 
to break down in periods of difficulty. In order to capture 
some of the dwindling market, some of the firms are liable 
openly to reduce their prices, or resort to such devices as 
special discounts or secret rebates. 

Arrangements for fixing prices may or may not be 
accompanied by agreements for regulating output, the 
effectiveness of which varies according to the character of 
the industry and the opportunities for co-ordination. In 
certain industries, notably those in which suppliers are 
required to tender, there are organizations for allocating 
contracts. The central association determines which firm 
is to be favoured with the order, and the other firms are 
induced either not to tender at all, or, for the sake of 
appearances, to tender at high prices. In other industries, 
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where the geographical factor and the cost of transport 
are important considerations, specified areas are assigned 
to particular firms. A saving in transport costs may thus 
be achieved, but otherwise there is no appreciable 
economy. 

Pooling associations, of which there are several kinds, 
present another stage in the development of monopoly. 
A simple form is that in which each constituent firm 
pays a definite sum per unit of output into a central fund, 
which, after an adequate amount is set aside for a re¬ 
serve, is periodically distributed among the members. A 
more advanced type of pooling association is that in which 
the constituent firms are allotted a specified percentage of 
the total output of which the associated firms are capable. 
Firms that produce more than their stated proportion 
may have to pay into the pool amounts bearing a definite 
ratio to the amount of the excess; firms that produce less 
than their percentage may receive from the pool a certain 
compensation varying in some pre-arranged ratio with the 
amount of the deficiency. 

Cartels 

An important type of monopolistic organization is that 
represented by the selling agency. The most elementary 
form is the establishment of a central sales bureau, 
through which all the output of the firms in association is 
disposed of. The motive is the prevention of undercutting, 
and the price level may be maintained with or without the 
regulation of output. 

The term “cartel" is often employed to refer to all 
selling agencies, but it is preferable to restrict it to the 
more closely knit syndicates, which have a control over 
the market almost as effective as that of the complete 
amalgamation. The line between the terminable and the 
permanent associations here becomes rather vague. 
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Though the association may be ostensibly formed for a 
definite period, and be brought to an end by mutual 
arrangement, the cartel may go so far towards a com¬ 
plete unification and control of an industry that the 
chances of dissolution are extremely remote. 

The most usual form of cartel in Germany, the home of 
this type of organization, is the participating cartel with 
selling agency. The members set up a central sales 
bureau, through which all the output must pass. The 
selling syndicate is registered as a company, and the con¬ 
stituent firms have a voting power according to their size 
and output. Each member is allotted a definite share, or 
“participation,” in the total amount produced. Firms 
which exceed the quota have to pay to the syndicate a sum 
of an agreed proportion, while those which produce less 
than the permitted amount receive from the syndicate a 
certain measure of compensation. The firms fix a base 
price for their output, and sell to the syndicate at a 
usually higher “accounting” price. The cartel then dis¬ 
poses of the goods at the best prices obtainable. Where 
the market covers a large area, the association may make 
differential charges according to local conditions and 
special circumstances. It may extend its powers beyond 
the national boundaries, and, as in the case of the well- 
known German Steel Cartel, become an economic and 
even political force of world-wide importance. 

The cartel itself makes no profits, for all gains, as well as 
losses, are shared among the component firms. The mem¬ 
bers, apart from the control over the selling end, are left 
free to produce in their own way, and those who possess 
special ability or other advantages making for lower 
production costs are enabled to earn higher profits. 
Though competition is effectively repressed in the final 
disposal of the goods, it need not be absent during the 
process of manufacture. 
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In many associations of this kind there is nothing to 
prevent one member from privately purchasing from 
another the right to produce the latter’s quota of output, 
and in Germany several of the larger manufacturing con¬ 
cerns have taken full advantage of this power. The 
compensation paid to the firms who have transferred 
their quota may be likened to a levy upon the industry. 
Presumably the concerns that have acquired the addi¬ 
tional quotas repay themselves from the economies of 
large-scale production, but this does not justify, from the 
point of view of the community, the annual grants to the 
non-producing firms. The system has, in fact, been 
criticized for unduly protecting the inefficient firm, which, 
having gained its rights to contribute a quota, can dispose 
of its privilege to the highest bidder and live a parasitic 
existence, or, alternatively, dispose of its product to the 
syndicate at a higher price than it could possibly charge 
under conditions of competition. On the other hand, it 
should be stated, the selling price to the cartel is not 
altogether arbitrary, but bears a certain relation to the 
normal costs of production. The lower costs of the more 
efficient firms thus tend to limit, to some extent, the 
opportunities for abuse. 

Permanent Associations; Trusts 

We have already observed that the cartel may attain 
such dimensions and powers that it becomes little different 
in practice from the permanent amalgamation. Indeed, 
in recent years the combination movement in Germany 
has developed so much in the iron and steel, the chemical, 
and other important industries as to assume the form of 
physical integration. Among the minor reasons for the 
closer combination now to be found in Germany are, as 
previously stated, the turnover tax, in order to avoid 
which at each stage of production firms have integrated 
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their interests, and, also, the temporary reduction of the 
stamp duties that are payable when an amalgamation is 
formed. But probably the chief motive is to facilitate 
the rationalization of industry with its attendant econ¬ 
omies. 

Permanent combinations for controlling the market are 
generally described as trusts. Though they are most 
usual in the United States, trusts on the American model 
are also to be found in Great Britain and in many European 
countries. An early form of this organization was the 
“voting trust,” under which a number of formerly com¬ 
peting firms agreed to hand over their stock to a number 
of trustees, who were thus enabled to control the several 
firms as departments, in effect, of a single concern. This 
particular type of combination came into conflict with the 
American law. The Sherman Anti-Trust Act of 1890 for¬ 
bade “ every contract, combination in the form of trust or 
otherwise, or conspiracy in restraint of trade or commerce 
among the several States or with foreign nations.” The 
illegality of the “voting trust” was confirmed in 1892 in 
the decision of the Supreme Court against the Standard 
Oil Trust, and subsequently monopolistic organizations 
took on a different guise. 

The holding company is a further stage in the evolution 
of a complete amalgamation. A number of firms sell their 
shares, or a controlling proportion of them, to a holding 
company, and receive shares in that company in exchange. 
The legal requirements are supposed to be met in that the 
firms nominally retain their independence. In matters 
affecting price-fixing and general policy, however, the 
firms are entirely subordinate to the holding company, 
which exercises an effective control over the whole 
market. 

A still greater measure of unity is reached when the 
firms decide upon a complete consolidation of interests, 
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and form a merger. There is no longer any question of 
members acting insubordinately, or breaking away from 
the combine, for, as individual firms, they have ceased to 
exist. 

A comparison between the cartel and the trust shows 
that each type of organization possesses its own special 
advantages. The members of a cartel must to some 
extent benefit from their independence of action in their 
own factories and territory. They are not altogether at 
the mercy of a central corporation, which, in the interests 
of the more powerful members, may adopt a policy which 
is unprofitable and even fatal to the smaller concerns. 
On the other hand, so long as the production is carried on 
by a large number of semi-independent units, it may be 
impossible to secure all the economies that a complete 
scheme of rationalization would demand. 

The trust is in a better position than the cartel to in¬ 
crease the economies of production. Whereas the cartel 
may be content with controlling the sale of goods, the 
trust, in its advanced form, supervises every stage in pro¬ 
duction from beginning to end. Where it has developed 
on “ vertical ” lines, it may have complete powers, from the 
obtaining of the raw material to the disposal of the final 
product. There is, however, a twofold danger. Several 
trusts at the present time are seriously over-capitahzed, 
owing to the fact that, when the organization was first 
formed, stock was issued to cover, not only the original and 
tangible assets of the concerns, but also the capitahzed 
value of the anticipated extra profits due to the monopoly. 
Cartels are not so liable to this defect. The second 
danger is to be found in the bureaucracy that is liable to 
result from the mammoth trust. Where leaders are 
found sufficiently able and far-seeing to control a vast 
undertaking, and adequate methods for the devolution 
of functions are adopted, there is little fear of sluggishness 
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and inefficiency. But if, with the coming of a new genera¬ 
tion of directors and the loss of the pioneer qualities, the 
organization is taken for granted, and routine takes the. 
place of enterprise, the vitality of the trust may be 
sapped and much of its special justification on the ground 
of economic efficiency be lost. 



SECTION 13 


THE ECONOMIES AND LIMITATIONS OF 

MONOPOLY 

The economies enjoyed by the monopolist fall usually into two groups: 
those arising from production on a large scale, and those due 
primarily to a unified control over supply. The principal advan¬ 
tage from the point of view of the public is the closer adjustment 
of supply to demand, and the greater stability and regularity of 
production. Of the several dangers of monopoly, the chief is, 
perhaps, the liability to raise prices and artificially curtail supply. 
The power of the monopolist, however, is not unlimited. It is held 
in check, to some extent, by the elasticity of demand and by the 
use of substitutes, as well as by the possible revival of competition. 


Technical Economies of Monopoly 

The belief is not now so widespread as it used to be that 
the interests of the monopolist are necessarily opposed to 
those of the community at large. While there are un¬ 
doubtedly glaring instances of monopolists abusing their 
power, and levying a heavy toll on the purchasing public, it 
is undeniable that monopolistic organization may achieve 
such economies in production as to compensate in some 
measure for the evils with which it is often accompanied. 
There are, in fact, two main groups of advantages which, 
in spite of a certain overlapping, should be separately con¬ 
sidered. First, there are the economies attendant upon 
large-scale production, which are enjoyed by any extensive 
estabhshment, whether it has a monopoly of the product 
or not. Secondly, there are the benefits accruing to the 
monopohst, which are due primarily to his special powers 
of control over the market. 

The first set of advantages need not detain us, for we 
have already studied them in connection with large-scale 
production in general. Though a monopoly is not of 
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necessity a mammoth undertaking, its operations are as 
a rule sufficiently large to yield it all the advantages of an 
effective division of labour. When combination takes 
place, whether it be “vertical” or “horizontal” in 
character, there are, in addition to the purely technical 
economies, the gains resulting from the more efficient 
direction and from the spread-over of costs. So far, the 
economies are no different essentially from those enjoyed 
by any large competitive firm. 

The second group of economies, though largely of a 
technical nature, and outwardly similar to those we have 
just indicated, result primarily from the unification of 
control. They are not all of the same kind and degree, 
for they naturally vary according to the type of the 
monopoly. Thus, for example, the economic advantages 
of the trust and the cartel are not identical. In the trust 
there is, as we have previously pointed out, a more or less 
complete fusion of interests, together, perhaps, with a 
physical integration of the undertakings. In such circum¬ 
stances, the least efficient establishments are often closed 
down, and production is concentrated in the be.st equipped 
factories. In the cartel, on the other hand, the firms are 
combined primarily at the selling end, and there is no 
adequate supervision or control over the actual processes 
of manufacture. In the.se respects the trust tends to enjoy 
a material advantage over the cartel. 

Economies of Unified Control 

A common form of economy, already touched upon, is 
to be found in the elimination of cross-freights. The 
market is so apportioned that each centre of supply serves 
the adjoining area, thus cutting down the transport costs 
to the minimum. Firms may come to such an arrange¬ 
ment, even though in other respects they retain their 
independence and powers of competition. 
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In a similar category is the saving in the costs of adver¬ 
tisement and representatives. The monopolist need only 
spend money in “constructive” advertising, for the pur¬ 
pose of increasing the total demand for his products and 
gaining further economies in production. " Competitive ” 
advertising with the sole object of capturing a rival's 
share of the market, without any appreciable increase in 
the total volume of business, is obviated. Also there is 
not the same need, as under conditions of competition, 
for large numbers of agents and travellers. Those who 
are retained are usually given a smaller area than before 
to be worked more intensively, with a consequent saving 
of time and expense. 

Firms in association benefit in addition from the 
dissemination of business knowledge throughout all 
branches of the combine. There are rarely any trade 
secrets between the members, who, furthermore, are per¬ 
mitted to make full use of all patent and similar rights that 
were formerly in the jealous possession of individual firms. 
Special brands and trade marks also pass into the common 
ownership of the organization as a whole. 

Probably the chief advantage, from the community’s 
point of view, that results from monopoly is to be found 
in the closer adjustment of .supply to demand, accom¬ 
panied by a greater regularity of production. It is a 
common criticism of the competitive system that, owing 
to the lack of effective co-ordination, manufacturers and 
growers are liable to produce goods in excess of the 
consumers’ requirements. This danger is specially marked 
in times of improving trade and rising prices, when pro¬ 
ducers, in their haste to secure their full share of the 
improving market, are apt to pay too little heed to the 
activities of their rivals. “Over-production,” even in the 
most favourable conditions, cannot always be prevented, 
for conditions of demand, over which the monopohst has 
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no direct control, may be partly responsible. The most 
careful estimate of the consumers’ requirements, based on 
statistics of demand in previous years, may be upset by 
a change in public fashion or tastes. Apart, however, 
from such circumstances, the monopohst is less hable to 
over-produce than firms in competition. He knows, at 
any rate, what is to be the total supply of a particular 
commodity. He adapts his machinery and plant so as 
to meet the anticipated demand, and no more. If in the 
past there have been too many factories turning out his 
class of goods, involving intermittent production and 
under-employment, the closing down of the least efficient 
establishments enables the more efficient to continue 
their activities with a greater regularity than before. 

Drawbacks and Limitations of Monopoly 

The commonest criticism of monopoly, apart from the 
supposed crippling of enterprise, is that, with the dis¬ 
appearance of competition, the price of the product is 
usually raised. Against this, two considerations may be 
noted. It frequently happens that the period preceding 
the amalgamation or mutual marketing arrangement is 
one of such intense and suicidal competition that the 
goods are selling at less than the cost of production of 
even the best equipped firms. Prices cannot remain 
indefinitely at this low level, and when eventually they 
go up, following either the failure of the weaker com¬ 
petitors or the decision of all to amalgamate before ruin 
overtakes some of them, part of the increase represents 
nothing mure than a return to the normal level. 

The second qualification of the contention that mono¬ 
poly increases prices is that the power of the monopolist 
is not absolute, and that his policy is to some extent 
determined by the character of the goods he is selling and 
by the elasticity of the demand. If variations in the price 
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are likely to bring about appreciable fluctuations in fthe 
demand, he may be unwilling to risk a shrinkage in sales 
and profits, and may decide instead to keep on selling his 
goods at the old price level. 

More serious, perhaps, from the public point of view, is 
the restrictive policy commonly adopted by the mono¬ 
polist. To the extent that he carefully adjusts supply 
to demand, thus preventing periodical over-production, 
he is stabilizing trade conditions and rendering a pubUc 
service. But this is not his sole motive. His object is to 
make the maximum profit, and with this end in view he 
may cut down supplies to such an extent as to cause 
hardship to many would-be consumers. A restrictive 
policy of a no less reprehensible kind is adopted by 
several monopoly organizations which buy up patent 
rights of new inventions, not with any intention of ex¬ 
ploiting them, but simply with the object of preventing 
new forms of competition from arising. 

Perfect monopoly is as rare as perfect competition. It 
is just as difficult to find a state of affairs in wliich the 
monopolist has absolute power of control over the sale of 
his goods as it is to find those frictionless conditions which 
we associate with free competition. Also, comparatively 
few monopolists are so favourably placed that they can 
ignore the possibility of substitutes. New fuels, new 
materials, new processes, are for ever being sought after. 
The more a monopolist charges for his goods, the more 
inducement there is for substitutes to be invented and 
applied. If the monopolized product is one for which a 
substitute is liable to be discovered, the seller will not 
necessarily charge the highest price, even though an im¬ 
mediate contraction of the demand is not feared. 

Further, the monopolist, unless he feels fully secure 
against potential rivalry, may prefer a moderate profit, 
which is likely to continue for a number of years, to heavy 
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immediate gains that are liable to induce competitors to re¬ 
enter the field. If his position is due to the appropriation 
of all the natural supplies of a certain commodity, he will 
not fear rivalry in the same line of business, though he may 
still have to contend with the possible use of substitutes. 
If he owes his monopolistic position to the possession of 
expensive plant and machinery, his powers are more 
limited, for, if the prospective profits are sufficient to 
warrant the outlay of further capital, competition is not 
unUkely to revive. If his monopoly is due to his efficient 
organization, small unit costs, and low prices, it will con¬ 
tinue only so long as he maintains that policy, rendering 
competition ineffective by the superiority of his methods. 



SECTION 14 

PUBLIC CONTROL OF MONOPOLY 


The numerous proposals that have been made for curbitig the powers 
of the monopolist come both from competitors, who complain 
against the methods of selling, and from the customers who grumble 
at the high prices charged. The main difficulty is to regulate 
monopolistic organization in such a way that the admitted technical 
and administrative economies of unified direction will not be 
diminished. Tliere has recently been a pronounced change in the 
public attitude towards combinations; the repressive legislation in 
America, for example, has during recent years undergone con¬ 
siderable modification. 

Public Policy and Combination 

Wr liave seen that industrial combination is advantageous 
in that it usually promotes technical efficiency and tends, 
by a closer adjustment of supply to demand, to stabilize 
conditions of trade. On the other hand, we have observed 
that the integration of business units, especially where it 
leads to monopoly, is liable to result in excessive profits 
at the expense of the consuming pubhc, and to give an 
undue economic power over production to a small group 
of people. The subject presents so many aspects, and 
affects such a variety of interests, that the question of 
public policy is not an easy one to settle. Further, owing 
to the different conditions—economic, political and legal— 
prevailing in the several industrialized countries, the suc¬ 
cess or failure of a particular policy in one part of the 
world does not necessarily imply a similar result elsewhere. 

A view which used to be very common, though it is not 
so popularly held at the present time, is that all combines 
and trusts should be broken up. This proposal rests upon 
the assumption that the disintegration of the monopoly 
would restore free competition and all its supposed 
benefits. Experience, however, does not warrant such a 
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conclusion. No legislation could prevent firms from enter¬ 
ing into private and informal agreements to raise prices or 
limit output, where such measures promised to be to their 
common advantage. But even if it were practicable to 
compel a return to competition, would it always be desir¬ 
able ? Cut-throat rivalry is not without its dangers, to the 
public as well as to the competing firms, while the losses 
due to overlapping and possibly over-production may 
easily nullify the economies of individual initiative. 

Control of Monopoly Prices and Profits 

Proposals for the control of monopoly come both from 
the smaller competitors, who complain against the methods 
sometimes adopted in order to drive them out of business, 
and from the customers of the monopolist, who grumble 
at the high prices which he exacts. These customers 
belong not only to the general consuming public, but also 
to those manufacturers and traders who are dependent 
for their materials and stocks on monopoly concerns. 
Schemes for control, therefore, may aim either at ensuring 
fairer methods of competition or at preventing the mono¬ 
polist from taking undue advantage over the purchaser of 
his products. 

The former type of scheme depends, of course, on the 
particular method adopted by the monopolist that is 
deemed to be unfair. Thus, if he discriminates in his 
prices in different regions according to the effectiveness 
of competition, legislation may compel him to charge the 
same rates tor goods of a given grade throughout a whole 
country, variations being permitted only in respect of 
transport cost... An attempt in the United States, 
however, to prevent price discrimination in the sale of oil 
was defeated by the device of special low-priced brands 
which were sold only in those districts where competitors 
were to be found. The trust leaders have usually been 
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astute enough to find loopholes in the law, or to discover 
new and no less effective methods of dealing with their 
rivals. 

More important, from the public’s point of view, are the 
attempts to control the monopolist’s powers in relation to 
the consumers. One method that immediately suggests 
itself is for the State to fix maximum prices for the 
particular commodities or services in question. The rail¬ 
way companies, for example, enjoy certain monopoly 
powers under the protection of the State, which has, 
almost from the beginning, exercised some influence over 
the scale of charges. At the present time railway rates are 
fixed by a public body, the Railway Rates Tribunal, which 
calculates on the principle that 80 per cent of any profits 
must be devoted to the reduction of charges. It is not 
every monopoly, however, that permits of this method of 
control. The services of a railway company can be readily 
graded. The products of other industries do not, as a rule, 
lend themselves so readily to price-fixing, and may vary 
in character, size and quahty to such a degree that 
public regulation of prices becomes a very complicated 
task. 

An alternative proposal is to leave the prices to be fixed 
by the monopolist, but to place a maximum on the profits 
of the business. Gas, water, tramway and other public 
utility undertakings are subject to this kind of control. 
Success in the regulation of such profits, however, is not a 
proper criterion, since the undertakings are not representa¬ 
tive of businesses in general. Monopoly has been essential 
from the start in the interests of technical efficiency and 
economical administration, and the State or local author¬ 
ity, as a condition of granting monopoly rights, has ac¬ 
quired some powers of price and profit regulation. But the 
majority of monopolies have developed independently, 
having had no need of, or no excuse for requesting, legal 
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powers, and thus afford less opportunity to the State for 
intervening and keeping down profits. 

Many other difficulties confront a policy of imposing an 
upper limit to prices and profits. It is possible that the 
fixing of a maximum price will be reflected in the quality 
of the commodity or service. It is equally possible that the 
limitation of profits will, in the absence of adequate safe¬ 
guards, cause a decline in the efficiency of the undertaking. 
Then there is a difficulty of a different kind, but one which 
must be experienced at the very outset: how to define 
and demarcate the unit that is to be controlled. What 
exactly constitutes a monopoly? What proportion must 
it produce of the total output of the industry before it 
should be subject to public regulatory powers? On what 
capital basis should the profits be estimated ? Should the 
original capital only be reckoned, or should any accretions 
to the value of the original stock be taken into account ? 
It is obviously impossible to make the size of an under¬ 
taking the determining factor, for, as we have already 
pointed out, a monopoly is not necessarily a large-scale 
business, and a large-scale business is far from being of 
necessity a monopoly. 

Again, if high profits are to be taken as the criterion, 
what poUcy is to be adopted in regard to those firms 
which, though not enjoying monopoly powers, make con¬ 
siderable profits, the percentage exceeding perhaps that 
accruing to the monopoly? It would hardly be just to 
restrict the profits of all monopolies, irrespective of their 
nature, tc a certain rate per cent while competitive firms 
in other industries were permitted to make perhaps twice 
that amount of profit. In so far as the monopoly profits 
were due to the economies of unified direction and con¬ 
centrated production, these special restrictions would in 
effect impose a penalty upon efficiency. On the other 
hand, competitive firms already making large profits 
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would be dissuaded from amalgamating, for fear that the 
still greater profits would invite public regulation. These 
are but a few of the difficulties in the way of limiting 
profits. The chief danger to beware of is the premium on 
inefficiency that an injudicious limitation of profits might 
produce. 


The Change in the Public Attitude 

During the last decade or so a considerable change has 
come about in the attitude of the public and politicians 
towards industrial combination. Though the feeling of 
distrust has by no means disappeared, people are gradually 
recognizing that the economies of association and amalga¬ 
mation may considerably outweigh the defects. The 
Reports of the World Economic Conference and of the 
Balfour Committee on Industry and Efficiency attach 
great importance to the increasing tendency to combina¬ 
tion, international as well as national. Thus, the schemes 
tliat one meets with nowadays for dealing with monopoly 
are not, in the main, so ambitious or drastic as those which 
used to command much support. 

Some would be content with a greater measure of 
publicity, which, they say, would be sufficient to destroy 
many of the abuses. For example, if holding corporations 
and similar bodies were compelled to publish full accounts 
of their interests and activities, the less reputable dealings 
would not be so numerous. Similarly, publicity would do 
away with such questionable practices as secret rebates 
and commissions, w^hich have been characteristic of cer¬ 
tain trusts of international repute. It would also dis¬ 
courage the policy of those combinations, one branch of 
which sells its goods to another branch without making a 
profit, thus providing an excuse'to keep down the wages 
in its own factories or mines. \Thc report of the Coal 
Commission of 1925 stated that a fifth of the coal produced 
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in this country was sold by the companies in this way to 
associated firms. 

Others would go a little beyond compulsory publicity, 
and impose some degree of State supervision and regula¬ 
tion. Different from the earliest critics of monopoly, 
they would not attempt to curb or retard combination, 
unless it were flagrantly opposed to the public interests. 
Thus, the American legislators gradually abandoned their 
repressive but unsuccessful measures, and adopted a more 
moderate pohcy. The Sherman Anti-Trust Act of 1890 
being found inadequate, two further Acts were passed in 
1914. Under the Federal Trade Commission Act a Com¬ 
mission of five members was given powers to investigate 
the organization and methods of any corporation and to 
publish information. It was empowered, further, to issue 
a complaint against any person who appeared to be 
violating the anti-trust Acts. If the evidence warranted 
it, the Commission could order the unfair practice to 
be abandoned, and, if the methods should still be con¬ 
tinued, apply to the higher Courts for enforcement. The 
Clayton Act, the second of the two statutes, required 
corporations to conform with certain conditions. It was 
declared illegal to discriminate in prices if competition was 
thereby lessened; to compel purchasers to undertake not 
to buy goods from other firms; to acquire the share capital 
of another business in order to reduce competition; and 
for the directorates of different concerns to become inter¬ 
locked if monopoly appeared to be the object of such action. 

Such legislation, however, has been proved to be over- 
optimistic ; whore orders have been made by the Commis¬ 
sion, they have in many cases been set aside by the Courts. 
The phrase “unfair methods of competition” has been 
interpreted very differently by the respective authorities, 
and the powers of the Federal Trade Commission have 
been found to be less considerable than was believed when 
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the legislation was passed. The Balfour Committee, 
commenting in their report on American conditions, state 
that: “ On the whole, the results of the administration of 
the two Acts appear to have been somewhat discouraging 
to those who hoped that they would prevent combination. 
It may be that the existence of the Commission has had a 
considerable indirect influence in preventing the growth 
of malpractices and in putting business on a higher moral 
plane, since numerous cases involving deceptive or dis¬ 
honest practices have been dealt with by the process of 
complaint and order. Also the powers of investigation 
have no doubt been influential. It cannot be denied, 
however, that only a very partial success has been 
achieved in preventing the growth of combination or the 
lessening of competition. The experience of the adminis¬ 
tration of the Sherman Act between 1890 and 1914 seems 
to have been repeated. When one form of combination is 
attacked and declared illegal, the lawyers advising the 
corporation evolve a new form which, even if an objection 
by the Commission is eventually upheld, takes a consider¬ 
able period to be upset.” 

We have dwelt upon the experience in the United States 
because in that country monopolistic organizations have 
made the greatest advance, and legislation for controlling 
their actions has been most fully tested. In Great Britain 
there is no legislation for regulating the powers of monop¬ 
olies in general, or for securing information regarding 
their activities, although the State exercises some control 
over public utility undertakings. The Profiteering Acts 
attempted for a short time to deal with excessive prices 
and profits (and applied to traders of aU kinds rather 
than to monopolists in particular), but they were allowed 
to lapse in 1921. In Germany the cartel movement was 
not discouraged in the years before the War, but when, 
after the War, prices showed a marked increase, the 
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associations were regarded by the public as partly respon¬ 
sible, and in 1923 a Cartel Court was established with 
powers of dissolving such contracts affecting supplies 
and prices as were considered injurious to the general 
interests. It is significant that in the terms of the Cartel 
decree no restrictions were imposed on integrations and 
amalgamations. 



PART II 

ECONOMIC VALUATION 




SECTION 15 
VALUE 


The problem of value holds the central position in all economic con¬ 
siderations. Subject to certain conditions, value serves as the 
regulator of production, consumption and distribution. A know¬ 
ledge of the earlier theories of value is useful, partly for the 
undoubted elements of truth they contain, and partly in order to 
appreciate the modern doctrine. The cost of production theory and 
the labour theory were defective in that they disregarded or under- 
e.stimated the importance of conditions on the side of demand. 
Similarly the utility theory in its original form paid insufficient 
attention to the side of supply. No theory can be satisfactory which 
does not hold the balance fairly between cost and utility. 


Valuation and Exchange 

The principles of valuation are fundamental to all econo¬ 
mic problems. The new-comer to the science may not 
immediately encounter them if he begins with a survey 
of the actual mechanism with wliich wealth is produced. 
He may examine the several factors that go to make up 
the economic structure, note the specialization that mani¬ 
fests itself in numerous forms, witness the growth of the 
industrial unit, and in many other ways become acquainted 
with the outw'ard appearance of the industrial system. 
But he soon comes to realize the presence of something 
deeper in this system than can be discovered by a mere 
observation of surface conditions, and to realize the central 
place that value holds in all economic considerations. 

The modern world turns on exchange, and in this pro¬ 
cess value is the basic factor. In the elementary com¬ 
munities of bygone days the division of labour, as we now 
understand it, was almost non-existent, and people con¬ 
tributed their product to the common wealth without 
going through any specific act of exchange. The sustenance 
that’they received from the general stock did not always 
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bear a definite relation to their individual additions, but 
where some connection, however rough, was traceable be¬ 
tween effort and reward, to that extent a system of valua¬ 
tion would be employed. As specialization developed, ex¬ 
change inevitably became more important, for the two are 
naturally interdependent. One can conceive of a division 
of labour taking place in very crude conditions, followed 
not by an intermediate act of exchange, but by direct and 
common consumption on the part of the producers as a 
whole. Within the family or other group even at the 
present time it is possible to find instances of specialization 
unaccompanied by formal exchange. But, it need hardly 
be said, most division of labour is undertaken and is made 
possible only because of the mechanism of exchange that 
(has grown up with it. Specialization normally implies 
1 valuation and exchange; exchange without previf)us 
I specialization would be purposeless. 

Value and Utility 

Early writers on value were more concerned with the 
ethical than with the ec(jnomic interpretation. The con¬ 
ception of a “ just price ” was commonly held in mediaeval 
and later times, and judgment on its "fairness" W'as 
commonly pronounced without regard to factors which 
w'ere later recognized to be integral parts in the determina¬ 
tion. The notion has, in some ways, survived down to 
comparatively recent times. From the seventeenth cen¬ 
tury onwards the theory has been put forward in one 
guise or another, though with varying emphasis, that the 
value of a commodity is, or ought to be, measured by the 
amount of labour embodied in its production. Though 
the labour theory is usually put forward as an economic 
doctrine, it rests largely on an ethical basis. 

Adam Smith and his followers wrote a good deal of 
the distinction between "value in use" and "value in 
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exchange.” The ethical notion was still present, as the 
opposed terms imply, but it was becoming recognized 
that the explanation of value was to be sought, partly at 
any rate, in the "use” of a commodity rather than, or as 
well as, in the labour cost. The term "intrinsic value” 
came to have a certain currency, though its limitations 
soon became evident. It is impossible for a commodity to 
have a value inherent in itself. Strictly speaking, it can¬ 
not even have an inherent utility, for its capacity to 
satisfy human wants naturally varies with individual 
consumers and with external circumstances that are 
seldom constant. If the utihty itself is not "intrinsic” in 
this sense, the idea of an "intrinsic value” is obviously 
unsound. It was from this confusion that the so-called 
"paradox of value” arose. Former writers endeavoured 
to reconcile the high "use value” of certain commodities 
with their low "exchange value.” Actually there was no 
real paradox at all, but .several theories of value had to 
be formulated, tested, and rejected before the apparent 
contradiction was explained. 

The value of a commodity is at bottom its power of 
exchange for other commodities. This exchange, of course, 
is normally effected through the agency of money, the 
value being expressed as a price. For everyday purposes 
no material distinction need be drawn between value and 
price, especially if industrial and monetary conditions are 
fairly stable. But let there be a change in these conditions 
and the disparity between value and price becomes 
i mmediat ely evident. For monetary or other reasons, with 
which we are not concerned at the moment, general prices 
may show a marked upward or downward trend. Values, 
however, need not on that account be really affected, for 
if the general price movement has been uniform, the 
powers of exchange of the several commodities in terms of 
each other remain the same as before. 
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Value a Regulator of Production, Consumption, 
AND Distribution 

Relative values tend to regulate the different parts of 
the economic system. The regulation, it is true, is not as 
automatic or perfect as many former economists believed, 
and in certain directions is liable to be offset by arbitrary 
action either of the State or of large private bodies. The 
influence is most noticeable on production and consump¬ 
tion. Value serves as an indicator both to producers and 
to consumers, informing them of the state of the market, 
of variations in requirements and supphes. Thus a rise 
, in the value of a commodity is interpreted by growers or 
' manufacturers as a sign of an approaching, if not imminent, 
j shortage, relative to the demand. Either the quantity of 
’ that commodity placed upon the market has diminished, 
or, despite a possible increase, it has been overtaken by the 
demand. Producers therefore take the necessary steps to 
increase the supply. A fall in price, on the other hand, 
^may bring about the opposite result. If the lower price is 
i' the result of improved technique or management, supphes 
I may continue to increase, and, so long as the demand con- 
’ tinues to be sufficient to absorb the output, the apparent 
loss on the selling price of each unit may be more than 
counterbalanced by the economies of large-scale produc¬ 
tion. But if the lower price is due to an over-supply of 
> the commodity, relative to the demand, the producers as 
; a whole begin to restrict their output and continue that 
I pohey until supply and demand are more evenly balanced. 
Consumers, too, adjust their actions according to the 
price of the commodity they require. If prices are high, 
usually indicating a shortage, people do not, if they can 
help it, buy in the accustomed quantity, with the result that 
the stocks are not used up as rapidly, and may last out until 
the producers, under the impetus of the high prices, are able 
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j to swell the total supply. Conversely, if prices are low, 
f consumption is stimulated. Should the fall in price be 
I due to a glut on the market, the increased consumption is 
likely to remedy the position. 

The principles of value apply also, though not in the 
same manner or degree, to the (iistnJ;)3iltion of the social 
product in the several forms of income. Wages, profits, 
interest and rent are in a sense the values placed upon 
the contributions of the respective agents of production, 
and up to a point these values tend to be determined on 
the same general hnes. In certain branches of distribu¬ 
tion, however, arbitrary conditions abound. Wages in 
many trades are subject to State regulation, or to the 
decisions reached by workpeople’s and employers’ organ¬ 
izations, while the rates in the “free” industries, which 
are in the minority, are indirectly affected too. The rates 
fixed for unemployment insurance benefit or public relief 
naturally influence the lower levels of wages. The incomes 
of non-wage-earners are not so directly subject to this 
form of intervention, though they are naturally deter¬ 
mined in part by those rates that are more or less arbi¬ 
trarily determined for the remuneration of labour. With 
all these quahfications, however, the same basic laws tend 
to operate, and a study of valuation in general is a neces¬ 
sary prehminary to that of the apportionment of incomes. 

Early Theories of Value 

It is a commonplace that value is determined by “ supply 
and demand.” To most people such a statement conveys 
all they require to know about the forces of valuation. 
Let the supply decline relative to the demand, and prices 
will rise; let the demand decline relative to the supply, and 
prices will fall. Such truisms, however, do not carry us 
very far. “Supply” comprises a host of circumstances, 
which, the more they are examined, are found to be the 
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more complex. Similarly, “demand” is found to repre¬ 
sent a set of intricate conditions which the casual inter- 

I 

pretation of the term would altogether ignore. 

If the problem of valuation were so easy as to be 
capable of reduction to the simple formula of supply and 
demand, it would not have puzzled the brains of econo¬ 
mists from the earliest days of the science, and it would 
not, even now, give rise to controversy. The theory of 
value has been in the forefront of economic thought 
at almost all times since the days of the Physiocrats and 
Adam Smith. John Stuart Mill, in the middle of the 
nineteenth century, believed that the theory had reached 
the stage of finality, but within a few years discussion was 
revived and the doctrine, which appeared so perfect to 
Mill, underwent considerable modification. The theorv 
that had been developed by the classical school was to a 
large extent abandoned. Or, as some would prefer to put 
it, less emphasis was placed upon those factors which 
Smith and Ricardo had believed to be the chief causes of 
value, and more emphasis was given to those factors 
which these writers had either ignored or under-estimated. 
It is not merely of academic interest to study the earlier 
theories. To say that they were superseded is not to 
imply that they were altogether false. There was un¬ 
doubtedly much that was sound in the doctrines of the 
classical school, and although, in the enthusiasm of tlie 
reaction, the truths were for the time being apt to be 
overlooked or underrated, they came eventually to be 
incorporated in a better-balanced theory of value than 
had been submitted before. 

Cost Theories of Value 

Adam Smith beUeved that “the real price of eveiything 
is the toil and trouble of acquiring it.” Ricardo dealt with 
the problem at greater length, and stated in his Principles 
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(1817) that, “in the early stages of society .... the value 
of a commodity, or the quantity of a commodity for which 
it will exchange, depends on the relative quantity of 
labour which is necessary for its production.” Later in his 
work, he went on to show that, as society developed, 
instruments of production became increasingly necessary 
and that due allowance for these must be made in a 
computation of costs. He also took into account the 
length of time that must elapse before the producer 
receives payment for his goods, thus introducing another 
item into the total costs of production, 

I Hence it is more correct to describe Ricardo’s doctrine 
'as a cost of production'rather than a labour theory of 
value. It is characteristic of the classical school that they 
attempted to explain all values, of services as well as of 
tangible goods, from the side of supply, paying insufficient 
attention to considerations of demand. Not that Ricardo 
altogether ignored the importance of utility. He recog¬ 
nized that utility was an essential attribute of everything 
possessing value, but did not admit that it could be a 
direct determinant or measure of value. 

Fifty years after the pubhcation of Ricardo’s Principles, 
Karl Marx produced the first volume of his Capital, which 
came to exercise a considerable influence on socialist 
thought. Marx (besides Rodbertus, Wilham Thomson and 
other writers) maintained that labour was the source of all 
value, but that the labourer did not get all that he pro¬ 
duced. Labour was said to produce a “surplus,” as Marx 
described it, over and above what it was paid in wages and 
what had to be allowed for wear and tear of capital. This 
surplus value accumulated in the hands of capitahsts 
and property owners, while the laboiurers received httle 
more than was necessary to keep them in a state of 
efficiency. 

Though there are important differences between the 
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cost of production and the labour theories of value, 
especially as regards their practical implications, they 
may, for our present purposes, be considered together, for 
they both attempt to explain value from the side of 
production. And, in so far as the provision of capital and 
the undertaking of risks can be reduced to terms of human 
effort, the two theories are on common ground and open 
to the same criticism. 

Criticisms of Cost Theories 

The outstanding criticism directed against both cost 
theories is that they under-rate the part played by demand. 
Ricardo, we have observed, recognized the importance of 
utility, but could not perceive its direct bearing on value. 
Marx, too, admitted that utility was an essential attribute 
of anything possessing value, but, since utility varied so 
much with different people and at different times and 
places, he could not accept it as a governing factor in 
itself. It was left to later economists to show that utihty, 
in spite of its variability, was no less important than cost 
in the determination of value. 

Considerations of supply alone do not account for the 
comparatively low value of those commodities which turn 
out to be in excess of the consumers’ requirements, or, per¬ 
haps, not to be required at all. A manufacturer may have 
made a mistake in forecasting the demand. Possibly a 
change in fashion, or in general conditions, has caused 
such a restriction of the market that the price measures 
but a fraction of the original costs of production. At¬ 
tempts to explain the low values of such goods on the 
ground that the labour was misdirected, or that it was not 
“socially necessary,” only point to the deficiencies of a 
pure cost theory. Indeed, the stipulation that the labour 
must be “socially necessary” is virtually an admission 
that utility plays some part in the fixing of value. 
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The value of a commodity may alter long after the 
processes of production have been completed. A fall in 
price due to depreciation in quality is understandable, but 
it cannot be explained on grounds of production costs 
alone. A motor-car may cost £500 new. Let the purchaser 
after a few weeks’ use of it try to sell it, and he will be 
fortunate if he gets £400, despite the fact that the car may 
now be in a better running condition than when he bought 
it. Or, if a new car happens to remain in stock after the 
end of the summer season, it is sold as "shop-soiled’’ at an 
appreciable reduction, even though the new season's 
models, selling at the higher price, may be little different, 
if at all, in specifications, and involve a no greater outlay 
in cost of production. Obviously, factors other than cost 
must be taken into consideration in explaining the relative 
values. 

Or the value of a commodity may go up instead of down, 
irrespective of conditions of cost. Where the supply of an 
article in great demand cannot be quickly increased, the 
price is likely to soar. Durable goods may undergo 
fluctuations in value that bear little relation to their 
original cost of production. In the values placed upon 
old masters, first editions, rare stamps, and so on, there 
is no question of production costs playing any part at 
all. 

A difficulty attaching to the labour theory of value in 
particular is that of fixing the unit of measurement. 
How, for example, should one compare the efforts of a 
surgeon and an agricultural labourer? They both render 
indispensable services, yet an hour of the one involves a 
greater expenditure of energy than an hour of the other. 
Marx soon gave up the idea of adopting labour time as 
the basis of measurement. But he was no more successful 
when he chose as the criterion "unskilled” labour, or 
“average” labour, or "socially necessary” labour, or 



124 ECONOMICS OF THE INDUSTRIAL SYSTEM 

"simple abstract” labour. Robert Owen, several years 
before, had been imbued with similar ideas, and had 
attempted to put them into practice. In accordance with 
his belief that "the natural standard of value is, in prin¬ 
ciple, human labour,” Owen established in 1832 the Equit¬ 
able Banks of Exchange. The medium of exchange was 
not money, as usually understood, which he held to be 
responsible for most social ills, but labour-notes. His 
banks were to be labour-exchanges in the true sense of 
the word. Ordinary sale and purchase were not to be 
practised. Goods of all kinds were to be taken in and 
handed out, the respective values being estimated on an 
average of 6d. per hour. But the scheme did not fit in 
with the realities of the economic system, and soon dis¬ 
appeared. 

Finally, just as the utility of a commodity is subject to 
variation, so the cost of production, or the total amount of 
labour, is liable to be different as between one firm and 
another. It is liable also to vary, for the same firm, from 
one time to another, though the price of the goods remains 
unaltered. The statement, therefore, that value is deter¬ 
mined by cost of production, or the quantity of labour, 
was incomplete, even on the supply side; and it was not 
until much later that the variability of costs was given 
a satisfactory place in the general theory. 

Ricardo and his followers over-emphasized the relation 
between value and cost of production. Their critics went 
to the other extreme, and laid too much stress on the 
relation between value and utility. Thus Jevons asserted 
(1871) that " value depends entirely upon utility,” that 
"labour is found often to determine value, but only in an 
indirect manner, by varying the degree of utihty of the 
commodity through an increase or limitation of the 
supply.” Jevons made some notable contributions to 
economic science, especially on "the degree of utility” 
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and its bearing on valuation. The marginal theory of 
value, which to-day commands a wide though not uni¬ 
versal acceptance, is to a large extent based on the reason¬ 
ing contained in Jevons’s works. This theory will be 
developed and applied in the following sections. 



SECTION i6 

VARIABLE DEMAND 


Practically all forms of consumption conform to the law of diminish¬ 
ing utility. The use of money is no exception to the general rule. 
The law is of practical significance in the matter of redistribution 
of income and graduated taxation. The elasticity of demand is one 
of the most important conditions in the determination of value. It 
has to be taken into account by manufacturers in fixing their prices 
and by governments in imposing taxes. There is an elasticity of 
supply corresponding to that of demand, but the time element is 
responsible for certain differences. The elasticity of demand for a 
commodity depends on the degree of necessity, on habit, on the 
extent to which the commodity enters into consumption, on its 
durability, and on the presence of substitutes. 


The Law of Diminishing Utility 

f 

\ The more we have of a thing the less we appreciate it. 
This trite remark of everyday life has been expanded 
and developed into one of the central theories of economic 
science. The law of diminishing utility, as it is technically 
known, was at first limited to a simple statement of con¬ 
ditions governing consumption, but by stages it came to 
be intimately bound up with the fundamental laws of 
valuation. 

Examples of diminishing utility are not far to seek. 
We can hardly find any commodity the consumption of 
which does not, sooner or later, conform to the law. The 
consumption of foodstuffs presents the most evident 
instance of satiable wants. The first sandwich, let us say, 
gives a high utility, but it takes the edge off one’s appetite. 
The second sandwich also has a high utihty, but not as a 
rule to the same extent as the first. The third sandwich 
has a still smaller utility, and so on. The utility that the 
consumer derives from the several sandwiches increases, 
but not in the same proportion as the number itself. Two 
sandwiches will not 5deld twice the utility of one. The 
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aggregate utility, in other words, increases in a si^aller 
ratio than the number of units from which it is derived. 

Thus our opening statement already requires some 
modification. It is not strictly correct to say that the 
more we have of a thing the less we appreciate it. It 
would be nearer the truth to say that the more we have 
of a thing the less we appreciate successive increments of 
, it. The utility of each additional unit diminishes, but the 
' utility of the whole increases. 

Consumption of successive units may be carried so far 
that disutility takes the place of utility, and in such cases 
the total utility diminishes too. Disutility is comparatively 
rare and is experienced only when the commodities are 
free goods or when money is injudiciously expended. 
When blackberries are growing in such profusion that one 
is tempted to indulge in them too hberally, disutihty may 
easily result. Wlicre the commodity is an article of ex¬ 
change, possessing a money value, its consumption can 
give rise to disutility only when the purchaser has acted 
in an uneconomic manner. That exchanges of these 
kinds do take place is not denied, but they are not normal. 
A man will exchange a thing of relatively low utility (to 
him) for one of high utihty. This is the usual occurrence. 
But he will not, as a general rule, exchange a thing of high 
utility for one of low utility. 

It might at first appear that, if a man benefits from 
the exchange of a high for a low utility, the other party 
must necessarily suffer in corresponding degree. But this 
submission is not valid, for, as was implied above, the 
same commodity may have a low utihty to one person, 
yet a high utility to another. If A, who would like a 
bicycle for his birthday, is given a wireless set, and B, 
who would hke a wireless set, is given a bicycle, exchange 
of the two articles is likely to prove of mutual advantage. 
The same example may be extended. A may have been 
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the possessor of a cycle before the gift of the second one. 
He derives a high utility from the first cycle but consider¬ 
ably less from the second, even though there is nothing to 
choose between the machines themselves. B may be in 
a similar position with regard to radio sets. If they had 
only one each of their respective properties there would be 
no occasion for exchange. But the acquisition of a second 
unit on each side causes a less than proportionate increase 
in the total utility and prompts the desire for a suitable 
exchange. 

The fallacy that if one party gains from an exchange 
the other must necessarily lose at least to the same degree 
used to be very common. Our foreign trade policy in the 
days of the Tudors and Stuarts was in some ways influ¬ 
enced by this idea. The country was urged to secure the 
“balance of bargain" in its trade with other nations, and 
commercial policies were accordingly devised. It was not 
until the economists of later times had exposed this 
fallacy that the restrictions wliich had been fettering 
foreign trade were largely removed. In the meantime 
practical affairs were influenced by a false economic 
doctrine, which sprang from the failure to recognize that 
exchange may be, and usually is, to the mutual advantage 
of the two parties. 

Apparent Exceptions to Diminishing Utility 

Seeming exceptions to the rule of diminishing utility are 
to be found in those commodities of which it may truly be 
said that “appetite comes with eating.” A person who 
eats an oyster for the first time may not derive any 
appreciable enjoyment; but as his palate becomes more 
accustomed to the fare the utility of successive oysters 
may increase rather than diminish. A man who has never 
before tasted alcoholic beverages may gain a greater 
satisfaction from the third glass of wine than from the 
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first. Similarly, a taste for literature or music is not 
acquired in a day, but may increase as time goes on. The 
fifth reading of a poem or hearing of a sonata may give 
more pleasure than the fiurst. Numerous examples of 
this kind are to be found, but they do not disprove the 
truth of the law, if it is confined, as it should be, to con¬ 
ditions in a short period of time. The law refers only to 
circumstances in which the units are consumed in imme¬ 
diate succession. The second sandwich, if kept until some 
hours later (provided that it is still fresh), will possibly 
give as much utility as did the first. The utilities from 
oysters and wine, poetry and music may increase imder 
the above conditions, but consumption takes place at 
thfferent times and, moreover, at different stages in the 
consumer's capacity for appreciation. 

Where a number of articles are required to make up a 
whole, increasing utility might seem, on casual examina¬ 
tion, to be possessed by the component items. For 
example, if a man has lost one of a pair of gloves, he might 
value the remaining glove at 6d. only, yet be prepared to 
give 5s. for the recovery of the other. A missing piece of a 
set of china or chessmen may be valued out of all propor¬ 
tion to the utility of the other pieces regarded collectively, 
and may be purchased at a correspondingly higher price. 
It should be understood, however, that the law refers 
only to complete units and not to constituent parts. A 
pair of gloves admittedly gives more than twice the 
satisfaction than an odd glove, but it is the pair, and not 
the single glove, that is the unit of comparison. A second 
pair of gloves gives a smaller utility than the first pair. 
Two sets of china do not give the owner as much as twice 
the utility of one set. And no matter how enthusiastic a 
chess player may be, he will not derive twice the satisfac¬ 
tion from two sets of pieces as from one. 

The law of diminishing utility, then, applies only to 
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conditions in a short space of time, during which external 
circumstances and the nature of the consumer remain 
unaltered. Little exception can be taken to the general 
statement that the aggregate utility from the consump¬ 
tion of goods increases up to a point, but at a slower rate 
than the actual quantity of the goods. 

Application to Money and Income 

It is important to realize that the law of diminishing 
utility apphes to money as well as to ordinary goods. 
Money may be a commodity of which most people can¬ 
not have too much, but the satisfactions from successive 
units of expenditure obey the tendency to diminish. When 
a man’s income is very small he spends it on those com¬ 
modities for which he has the greatest intensity of need. 
There are other articles which he would hke, but not in the 
same degree. If his income increases he may still buy 
more of the essential commodities. If the most urgent 
needs, however, have been satisfied, and an appreciable 
falling-off in utility is expected from further consumption 
of the necessaries, he may find it to his advantage to 
purchase those articles which formerly were of smaller 
utihty but which now, in comparison with the further 
units of the first commodity, have a greater utility. Thus 
a man who has £2 los. od. per week spends the money on 
the necessary food, clothing and shelter for himself and 
his family. If he now receives £;^ per week, he will pro¬ 
bably purchase some of the minor comforts of hfe such as 
tobacco or periodicals, which, though formerly desired, 
have not the same degree of utility as the goods bought 
with the first £2 los. od. It is true that there are certain 
stages in the progress of one's income when increasing 
rather than diminishing utility would appear to be ex¬ 
perienced. For example, a small jump in salary which 
permits of a larger house or a longer holiday might be 
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taken to yield a proportionately greater satisfaction. 
But if we regard the range of income as a whole there is no 
doubt of the tendency for utility to diminish. 

Elasticity of Demand 

It is a matter of common experience that a rise in price 
tends to be followed by a contraction of demand, and that 
a fall in price tends to encourage an expansion of demand. 
Smaller or larger purchases, however, may occur for 
reasons other than variations in the price. A thing may 
become fashionable or unfashionable, and the price be 
adjusted accordingly. The price may be rsdsed yet the 
demand still increase; or the price may be lowered yet the 
demand continue to drop. Again, a slight rise in price 
may be interpreted as the prelude to a further increase, 
and consumers who can afford to do so may lay in stocks 
in anticipation of the still higher prices. Conversely, a fall 
in price may be interpreted as a sign that prices are going 
to drop even further, and buyers, unless they are in urgent 
need of the goods, may hold off their demand until the 
lower level of prices is reached. For such reasons it is not 
strictly correct to maintain that price and demand always 
vary in inverse directions. 

The variability of demand in relation to price is com¬ 
monly spoken of as its elasticity. Demand is said to be 
elastic when a change in price, whether upward or down¬ 
ward, causes an appreciable change in the demand. It is 
said to be inelastic when a change in price has an inappre¬ 
ciable effect upon the demand. Absolute inelasticity is 
very rare, if it exists at all. There are, it is true, a few 
commodities, such as bread and salt, the demand for which 
remains fairly constant in spite of fluctuations in the price. 
But it is reasonable to suppose that, if the price rose to a 
higher level than is customary in this country, the demand 
would to some extent contract. In certain foreign countries 
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where there is a tax on salt, and where, therefore, the 
price is higher, the demand is found to be more sensitive 
to alterations in price. When wc speak of elasticity or 
inelasticity, we use the terms only in a relative sense. 
Thus, to describe the demand for sugar as inelastic does 
not imply that the consumers’ requirements are rigidly 
fixed at a certain quantity irrespective of the price. It 
merely denotes that the demand for sugar is relatively 
constant as compared with that for other goods. 

It should be noted, too, that as certain commodities 
may be used for a number of purposes, they may possess 
varying degrees of elasticity according to the particular 
uses for which they are required. An individual demand 
may be inelastic, yet the demand as a whole fairly elastic. 
Leather, for example, is in more urgent demand for making 
boots than for use in furnishing. Though substitutes are 
employed for both purposes, they are less common in 
footwear than in upholstery. A rise in the price of 
leather is more likel3^ therefore, to cause a shrinkage in 
the demand in the second industry than in the first. 
Hence, in referring to the degree of elasticity of the 
demand for a commodity, it is often necessary to specify 
which of its particular purposes is under consideration; 
otherwise a misleading impression of the elasticity of the 
demand as a whole may be conveyed. 

Practical Importance of Elasticity of Demand 

No sensible trader will raise the prices of his wares 
without looking to the possible reactions on demand. The 
manufacturer in particular will be reluctant to put up his 
prices, if the reduced demand, and corresponding supply, 
results in an increase in his unit costs of production. On 
the other hand, a reduction in the price, coupled with a 
large increase in the demand and supply, may effect such 
economies in the costs of production as to more than 
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compensate for the drop in the selling price. A newspaper 
is reduced in price from twopence to one penny, and its 
circulation is increased enormously as a result. The over¬ 
head charges are distributed over a larger output, and, 
more important perhaps, the advertisement revenue multi¬ 
plies. The price policy so far is justified. But the owners 
will hesitate to reduce the price further to one halfpenny. 
The demand between two pence and one penny is elastic; 
below one penny it is comparatively inelastic. As already 
implied, the degree of elasticity of demand for a com¬ 
modity is not the same throughout the whole range of 
possible prices. The lower the price the more inelastic, as 
a rule, does the demand become. 

A government, too, must pay regard to the sensitiveness 
of demand in fixing the charges for public services or the 
taxes on commodities. When the price of carrying a letter 
was reduced after the War from twopence to three-half¬ 
pence, i.e. a drop of 25 per cent, the resultant increase in 
the number of letters posted was estimated to be only 5 
per cent. As the Post Office services are conducted on a 
commercial basis, there is naturally a reluctance to return 
lo the pre-War charge of one penny per letter. Similarly, 
ill regard to the customs and excise duties, the Chancellor 
of the Exchequer would hesitate to impose or increase 
taxation on those goods for which the consumers had a 
ver}^ elastic demand. He may in fact adopt the opposite 
policy, for instances are known {e.g. the cigar duty) in 
which a reduction of the tax led to such an increase in 
the demand that the lower rates of taxation brought in 
a larger aggregate of revenue. 

Factors Governing Elasticity of Demand 

The chief factors influencing the elasticity of demand 
may be briefly noted. The most obvious consideration is . 
the degree of necessity which a commodity possesses. A 
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thing that is essential to existence is likely to have a more 
inelastic demand than one which is a conventional neces¬ 
sary or a luxury. It is broadly true that, the more 
indispensable is a commodity, the less responsive is the 
demand to changes in price. It does not follow, however, 
that aU luxury articles have an elastic demand. Every¬ 
thing depends upon the particular class of luxury and 
upon the income of the consumers. A very rich person 
will not forgo buying a desired article, even though the 
price has gone up considerably. It is doubtful whether a 
rise or faU of £$0 in the price of the most expensive limou¬ 
sines has a marked effect upon the demand. Certain 
luxuries are in the singular position that they are in great 
demand only so long as they are highly priced. A few 
acquire them not so much for their specific qualities as 
for the sense of pride and exclusiveness to be derived from 
their possession. If diamonds were as cheap as glass the 
desire for them would not be nearly so great as it is. 
Many women aspire to the ownership of rare and expensive 
jewels, but, once their vanity is appeased, are content with 
placing them in safe deposit and with wearing imitations 
for the world to see. In most ranges of income, however, 
especially those which are just sufficient to provide lux¬ 
uries as weU as neces.saries (according to the accepted 
standards of the respective classes), the demand for lux¬ 
uries shows a high degree of elasticity. 

Secondly, and to^some extent bound up with the first 
consideration, is the influence of habit. A commodity in 
the early days of its sale may have an elastic and uncertain 
demand. A rise in its price at this stage may result in its 
disappearance from the market. But, once people become 
habituated to its use, the sellers, especially if they possess 
a monopoly, may put up the price and suffer but a small 
shrinkage in the demand. Not many years ago the inclu¬ 
sion of a bathroom in a house was regarded as a luxury. 
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and the demand was very limited. Now that its desirabi¬ 
lity has come to be widely recognized, the price might 
vary between fairly wide limits, yet the demand be little 
affected. It is not so much because people are better off 
than they used to be, or because they can regard a rise in 
price with equanimity. It is simply that the bathroom 
has come to be included among the conventional neces¬ 
saries of life. Should the price of baths moderately rise, 
the majority of prospective purchasers would still acquire 
them and economize in other directions. 

Thirdly, the elasticity of the demand depends upon the 
extent to which the commodity enters into a person's 
budget. The larger the proportion that it takes up, the 
greater as a rule will be the elasticity of the demand. 
We mentioned salt as a commodity for which the demand 
is inelastic. The reason is not only that salt is indispen¬ 
sable or that it is cheap, but also that the weekly outlay 
upon it bears a very small relation to the total expenditure. 
Even if it were not necessary to existence, the place it 
occupies in the family budget is so small that variations 
in its price would cause but slight alteration in the demand. 
Pepper, for example, is not essential to hfe, but it is used 
in such small amounts that a rise in its price would have a 
neghgible effect on the quantity consumed. A necessary 
like meat, however, accounts for such a large item in the 
weekly expenditure that the demand is apt to be elastic. 
Thus a commodity may not be a necessary, but if consumed 
in small quantities may be subject to an inelastic demand, 
while a commodity which is essential to a decent standard 
of hving, but whose cost bears a large ratio to the total 
expenditure, may perforce be subject to an elastic demand. 

The elasticity of demand is also governed to a certain 
extent by the durability of the commodity. Some articles 
are consumed very quickly. Their consumption cannot 
be spread over a longer period in the event of a rise in 
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price. Other commodities are not so quickly perishable. 
If they cost little they may be discarded long before they 
are worn out, but if they are expensive they are likely 
to be more completely utilized. A felt hat, for example, 
which costs five shillings, may be thrown away after a 
few months’ wear, but if the price should go up to ten 
shiUings the owner may decide to keep it for a year, 
and possibly send it to the cleaners so as to give it a new 
lease of life. 

' Finally, there is the important consideration of substi- 
- tutes. The easier it is to find alternative means of 
satisfying one’s wants, the more elastic is the demand. 
The price of butter cannot be raised to any serious 
degree without causing part of the demand to be diverted 
to margarine. A rise in the price of artificial silk goods is 
liable to transfer some of the demand to cotton products. 
The demand for music-hall entertainment is elastic at any 
time, but it is rendered even more so by the advent of the 
cinema. Innumerable examples of this kind are to be 
found. Indeed, the number of commodities for which 
there are no substitutes in one form or another is dis¬ 
tinctly limited. Modern science and the constant search 
for new resources are ever increasing the variety of goods 
upon the market, thus tending to make the variability 
of the demand for particular products more sensitive than 
ever before. 

Relation to Elasticity of Supply 

Though we are primarily concerned for the moment 
with conditions of demand, it is relevant to consider in tliis 
connection the relationship to the elasticity of supply. 
The newspaper owners in the previous example would not 
have lowered their price had they not been in a position to 
cope with the greater demand. The Post Office was pre¬ 
pared to increase its services following a reduction in the 



VARIABLE DEMAND 


137 


letter rates. But it is not always possible to augment the 
supply of a commodity at short notice. The production 
of a newspaper, for example, is a very complicated affair, 
necessitating a considerable amount of specialized capital. 
If the newspaper organization were already working to 
full capacity, the owners would not decide upon the lower 
price until all the necessary arrangements had been made 
to provide for the wider market. 

The time factor influences the elasticity of demand and 
that of supply in different ways. Though demand is 
undeniably subject to many forces that vary from day to 
day, and may increase or diminish for reasons wholly 
unconnected with the prices that are charged, it is safe to 
say that its degree of elasticity will not, as a general rule, 
change very much from the short to the long period. We 
can attribute to a commodity a certain degree of elasticity 
of demand without specifying the length of time. But 
conditions of supply in the short run may differ consider¬ 
ably from those in the long run. Though supply may in¬ 
crease in the course of time in response to better prices, 
it may remain unaltered for weeks or even months. There 
are certain articles, of course, the supply of which is 
practically constant (more so than demand can be), such as 
first folios of Shakespeare or portraits by Gainsborough. 
Such commodities are admittedly exceptional. But even 
ordinary goods that are capable of being supplied in almost 
unlimited quantity, provided that adequate time is 
allowed, may be equally inelastic in supply during a short 
period. If the existing plant is already being worked to the 
full, considerable delay may be occasioned before aug¬ 
mented stocks can be placed upon .the market. If, how¬ 
ever, the price goes down, it may not be an easy matter 
to effect an immediate restriction of output, and prices 
may drop still further. The inelasticity of the supply of 
perishable goods in the short period is particularly marked. 
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The seller of such commodities must dispose of his stocks 
within a short time, whatever the price. Hence the 
elasticity of supply is subject to somewhat different 
conditions from those determining the elasticity of de¬ 
mand, and an expansion or contraction in the one is not 
necessarily accompanied at the time by a corresponding 
reaction in the other. 
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SECTION 17 

UTILITY AND PRICE 

The price of a commodity tends to approximate to the marginal utility 
as expressed in money. Under conditions of competition, which 
implies perfect knowledge of consumers as well as producers, people 
tend to lay out their income in such a way that the marginal utilities 
of all the goods purchased are equal. The conception of consumer's 
surplus arises from the marginal theory, but, like the theory itself, 
has been subjected to certain criticism. 

Marginal Utility 

Utility, we have seen, is the central factor in demand, 
and has an important bearing upon price. The relation¬ 
ship between utility and price, however, is not a simple 
one. Under competitive conditions we all pay the same 
’) price for a certain commodity, but do not obtain from it 
the same utility. We may buy a number of units of that 
commodity for our own consumption, but do not obtain 
^ an equal utility from each unit. To say therefore that the 
price of a commodity is influenced by its utility is in-^ 
sufficient. The statement is not incorrect, but it does not 
give the whole truth. Before we can trace the real connec¬ 
tion it is necessary to examine utility a little more closely. 

We have shown that the utility of units successively 
consumed tends to diminish. The first unit gives a 
comparatively high degree of utility, the second unit a 
smaller utiUty, and so on. If the consumption is carried' 
far enough the additional utility may sink to nil, or may 
s be converted into a disutility. Where goods are freely 
obtained the consumption may easily be continued until 
no more satisfaction can be derived. But where the goods 
have to be paid for, the consumer usually ceases to pur¬ 
chase long before the stage of complete satiety is reached. 
We thus observe the first point of connection between 


139 



140 ECONOMICS OF THE INDUSTRIAL SYSTEM 

futility and price. If the price is high the consumer will 
jstop acquiring additional units at a comparatively early 
I stage. Perhaps he will not find it practicable to purchase 
* even the first unit. If the price is low he will go on buying 
successive units, even though the additional utility so 
obtained becomes less and less. The position of the price' 
determines the point at which the consumer stops acquir¬ 
ing further units. The utility of the last unit purchased 
at a particular price is known as the marginal utility. 

Marginal utility does not necessarily imply a low 
degree of satisfaction. Only where the price is so small 
that consumption is carried to an extreme stage is the j 
marginal utility hkely to be a small quantity. If the price 
is high the consumer may have to be content with a few 
units, perhaps only one. For example, a house may 
cost £i,ooo, and a man may consider the utility to be 
sufficient to warrant this heavy outlay. A second house, 
however, would represent to him a much lower utility, 
and, after buying the first house, he usually prefers to 
spend his remaining money on other objects which yield 
a greater satisfaction. 

Marginal Utility and Price 

Since the level of the price determines the margin, it 
follows that marginal utility is by no means fixed. As the 
price goes up or down, the position of the margin is 
altered accordingly. It is meaningless to speak of a 
margin without reference to the prevailing price. The 
statement which one occasionally comes across that mar¬ 
ginal utility "fixes" the price is misleading in that it is 
hkely to give the impression that marginal utihty is itself 
the determining factor. The position of the margin is 
determined by, as much as it determines, the price of a 
commodity. 

It is necessary to distinguish between the marginal 
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utility of a commodity when successive units are consumed 
for satisfying the same wants, and the marginal use when 
the several units are employed for various purposes. For 
example, a second glassful of milk drunk immediately 
after the first will not as a rule yield the same utility, and 
if the price per glass is i|d. the marginal utility is said to 
be possessed by that glassful which is considered just 
worth while buying at that price. The housewife, how¬ 
ever, uses milk for a variety of purposes. If the price is 
6d. per quart, she will not perhaps use it so plentifully in 
baking as she would if it were 5d. per quart. The lower the 
price, the lower the marginal use to which the milk is put. 

To take another example, when the price of petrol was 
4s. per gallon a doctor might have used his car almost 
exclusively on his professional round, but when the price 
fell to 2s. he might have used the car more frequently on 
pleasure runs. And, when the price fell further to 
IS. od., the womenfolk of his household might have used 
the spirit for cleaning fabrics and other domestic purposes. 
The marginal use of the petrol would be determined 
entirely by the price. It is employed in America, where 
it sells very cheaply, for an inferior range of uses than on 
the Continent, where the price is much higher. 

Also, as the price falls, the commodity becomes avail¬ 
able for a larger number of consumers. Just as there is a 
marginal point in the consumption of successive units by 
a single purchaser, so there is a marginal purchaser in the 
range of consumers. He is the one who is just induced to 
enter the market. If the price were a little higher, he 
would refrain from buying; if it fell a little further, he 
might buy additional units, while another purchaser would 
be found at the new margin. This is but a more precise 
way of stating the commonplace fact that when the price 
falls the demand goes up. It goes up, partly because ex¬ 
isting purchasers increase their present consumption, in 
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one or other of the ways described above, and partly 
because new consumers enter the field. 

It is important to realize that, if free competition pre¬ 
vails, the price of a given commodity cannot vary as from 
one use to another or as from one person to another. 
Whether petrol of a particular brand is used by a surgeon 
engaged on urgent work or by a youthful motor-cyclist on 
a week-end jaunt, the price is the same for either con¬ 
sumer. Whether milk is used for drinking or for making 
cakes the same price has to be paid. No matter to what 
purpose a commodity is put, or by what class of person, 
wealthy or otherwise, it is purchased, there cannot under 
conditions of competition be any discrimination in the 
price. 

The conclusions that we have reached so far may be 
briefly re-stated. Different units of an identical com¬ 
modity give varying degrees of utility either to the same 
person or to different consumers. They must all, however, 
under competition sell for the same price. The actual 
price, the determination of which we have still to con¬ 
sider, decides the position of the margin. At this point 
the marginal utility, as measured in money, and the price 
are equal. No matter whether the price goes up or down, 
the position of the margin is automatically adjusted to the 
new level. Certain units of a commodity may possess a 
utility considerably greater than that measured by the 
price, but it is obviously impossible to discriminate be¬ 
tween the several degrees of satisfaction and to charge 
accordingly. It is the money measure of the marginal 
utility, not the total utility, to which the price approx¬ 
imates. 


Equi-marginal Utility 

For the present we continue to assume the existence o 
competition. This state of affairs is admittedly not 
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typical of actual conditions, but it makes for simplicity if, 
to begin with, we postulate perfect knowledge and 
mobility. Later on we can make such modifications in the ' 
general theory as the prevailing conditions of demand and 
supply may require. 

Free competition implies effective rivalry not only 
between sellers but also between buyers. Furthermore, it 
implies that every buyer spends his money in such a way 
that it yields him the greatest advantage. The com¬ 
modities which he requires compete, as it were, for his 
favour, and the perfectly informed consumer (who in real 
life is very rare) chooses among them, and buys in just 
those proportions, so that the marginal utihties derived 
from all of them are equal. 

This deduction naturally follows from the theory which 
we have already formulated. A person buys a wide 
variety of goods, each of them possessing a certain utility. 
He first selects those articles which are essential for 
existence, and which possess a high total utility. When 
the edge of his appetite for these commodities has been 
taken off, or, in other words, when the utility from 
successive increments has begun appreciably to diminish, 
he considers that his remaining money will be more 
advantageously employed if spent on other goods, which 
did not at the outset make the same appeal, but which are 
now relatively more attractive. And so he proceeds to lay 
out his income until the "whole of it is put to some use. 
This does not, of course, preclude saving. He may esti¬ 
mate that putting so much aside out of current income 
yields a benefit that is comparable to the satisfaction 
that is obtained from direct expenditure. The amounts 
that are set aside, and the utilities that they represent, 
vary from one person to another according to his special 
needs aifd circumstances. 

Obviously, a wise purchaser will not buy one commodity 
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when the same sum of money spent upon another will 
yield a higher degree of utihty. He will transfer his atten¬ 
tion'to the new article only when he expects to receive 
from it at least the same utility as from a further unit of 
the first commodity. He may find eventually that articles 
of the luxury kind, whose total utility to him compared 
with that of necessary articles is very small, are well 
worth purchasing. The more urgent desires for the essen¬ 
tial goods having been fulfilled, the satisfaction to be 
derived from further consumption of them may be smaller 
than is anticipated from the consumption of the less 
necessary commodities. 

It needs httle demonstration to prove that a given 
income obtains the maximum satisfaction when the 
marginal utilities of all the articles purchased are equal. 
It is a simple matter to draw up a schedule representing 
the marginal and total utilities to be derived from 
different items in one’s budget. For example, a labourer 
with 45s. per week might spend 9s. on rent (including 
rates) and 36s. on food and clothing (leaving out, for the 
sake of clearness, the miscellaneous small items), or los. 
on rent and 35s. on food and clothing, or iis. on rent and 
34s. on fbod and clothing. If he spent according to the 
first plan he might find (supposing that he could accu¬ 
rately assess the respective utilities) that the last shilling 
spent on food and clothing gave him a smaller utility than 
the last shilling spent on rent. If he spent according to 
the third plan he might find that the last shilling spent 
on food and clothing gave him a greater utihty than the 
last shilling spent on rent. If he adopted the middle 
course he might experience equal satisfactions from the 
last shilling spent on either group of itenjs. This, of 
course, is a very rough example, and does not pretend to 
be a correct statement of real conditions, but it will suffice 
perhaps to illustrate the general principle. 
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In choosing between the several forms of expenditure 
the ^ labourer has been acting in accordance with the 
principle of substitution, which, as will be evident as we 
proceed, governs many other kinds of economic activity. 
It is sometimes described as the law of indifference. As the 
t marginal point is approached the consumer finds it almost 
i a matter of indifference whether he buys a little more or. 


.less of one commodity or another. At this point, though\ 


Ut may not always be determinable in practice, an exact i 


equilibrium of marginal satisfactions is attained. 


Consumer’s Surplus 

The conceptions of total utility and marginal utility 
give rise to the further notion of consumer’s surplus. The 
fact that a person is prepared to pay a higher price for 
some of the units of a commodity than is indicated by the 
marginal unit leaves him with a surplus of satisfaction, 
so to speak, after he has parted with his money. This 
surplus represents the difference between the price which 
the purchaser would be prepared to pay, if necessary, for 
all the units less the price that he is actually required to 
pay. 

For example, a keen smoker, rather than forgo the 
pleasure of a cigar, would be wilhng to pay is. 6d. For a 
second cigar he would be prepared to pay is. 3d. On a 
third cigar he would place an estimate of is., and on a 
fourth qd. A fifth would represent a utility to him of 6d., 
but if the actual price is qd. he does not go beyond the 
fourth. The marginal utility, measured in money, is qd., 
and he pays for the four cigars 4 x qd., i.e. 3s. The total 
utility of the four cigars is is. 6d. -f is. 3d. -j~ is. -f qd., 
i.e. '4s. 6d. His consumer’s surplus therefore is is. 6d. 
To maintain that the smoker would be prepared to pay 
on the average is. i|d. per cigar (i.e. 4s. 6d. for the four) 
rather than not buy the same quantity, and that the price 
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should be adjusted accordingly, would miss the point. It 
is the marginal utility, not the average utility, which indi¬ 
cates the price. If the price were is, i|d. the smoker 
would, according to the above schedule, buy two cigars 
only, the respective utilities being is, 6d, and is. 3d. To 
purchase more would mean parting with money with a 
relatively high utility for additional goods with a rela¬ 
tively low utility. In any case, it would in practice be 
quite impossible for a seller to gauge the utilities of each 
unit purchased by each one of his customers and to calcu¬ 
late his prices on that basis. 

General Criticism of Marginal Method 

The conception of a consumer’s surplus has been 
criticized on the ground that it is very indeterminate. 
Some commodities are attributed with a high utility only 
so long as they fetch a high price. We have previously 
had occasion to mention the curious case of jewellery 
which is esteemed by the owner largely because it is 
known to have a high market value. A drop in the price of 
such articles, instead of increasing the consumer’s surplus, 
might cause it to vanish altogether. It is indisputable 
that the purchase of necessaries of hfe yields a higher 
consumer’s surplus than does the purchase of comparative 
luxuries. But even here the nature and extent of the 
surplus may be very uncertain; and to employ the doc¬ 
trine, as some have suggested, as a basis of differential 
taxation, with the object of appropriating part or whole 
of the surplus, presupposes a greater knowledge of con¬ 
sumption than we possess. Total utility cannot be trans¬ 
lated into terms of money so readily as the theory would 
imply. Nor have we the means of measuring with any 
accuracy the utihties of successive units in the range of 
consumption. Some economists, in fact, criticize the mar¬ 
ginal theory in general for this same reason. They contend. 
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further, that, even if the successive units of satisfac¬ 
tion could be measured, the method of reasoning would 
apply only to small increments in the stock. A marginal 
house or motor-car is more difficult to conceive than a 
marginal chair or pint of oil. The critics also question the 
supposed ease of substitution and the automatic adjust¬ 
ment of units of expenditure to units of utility. 

The exponents of the marginal methods, however, do 
not claim that their theory, at any rate in its present stage, 
offers a complete explanation of the forces determining 
value. Marshall, who did more than anybody else to 
develop the modem doctrine, dissociated himself from the 
contention that the marginal use of a thing “ governed 
the value of the whole. Rather, he stated, “we must go to 
the margin to study the action of those forces which govern 
the value of the whole, and that is a different affair” 
{Principles, V, viii, 5). The conditions at the margin are 
effects as much as causes. The same forces are in opera¬ 
tion above and below the margin, but it is at the fringe 
that they are mainly in evidence. From our observation 
of phenomena at the marginal point we can draw con¬ 
clusions as to the conditions throughout the whole 
economic scale. Properly used, and with due regard to its 
limitations, the method can be of great assistance in 
unravelling many problems that perplexed the economists 
of earlier generations. 



SECTION 18 

VARIABLE COSTS 


“Cost of production*' is an ambiguous phrase, and needs careful 
definition. The distinction between “prime’* and “supplemen¬ 
tary” costs is of practical as well as of theoretical importance. 
Price tends to equal the marginal cost of production. The producer 
tends to organize and arrange the factors of production in such a 
way as to obtain equi-marginal returns from each. 

Cost of Production 

In the foregoing discussions we have been mainly con¬ 
cerned with variations in demand, and have paid but slight 
attention to variations in supply. Marginal utility, we 
have shown, is the main factor in the determination of 
value from the side of the consumer. The theory, however, 
would be very incomplete and misleading if we left off 
with the conclusion that price tends to approximate to the 
money measure of marginal utility. In the ensuing pages 
it will be shown that a no less important force in the 
determination of price is exercised on the side of supply by 
, marginal cost of production. In doing so, we shall cease to 
regard supply as fixed, and attribute it with the flexibility 
which it possesses in economic life. 

A preliminary word is necessary by way of definition. 
“Cost of production” may be interpreted in more than 
one way, and it is sometimes helpful to distinguish it from 
“expenses of production.” By the latter is meant the 
money outlay upon the factors that go to produce a com¬ 
modity. The wages that are paid to the labourer, the 
interest that is paid to the provider of capital, the profits 
that are received by the employer as a reward for his 
enterprise and management—these are the principal items 
in the list of production expenses. By “ cost,” on the other 
hand, is often understood the aggregate of the sacrifices 
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undergone in the process of production. It refers not to 
the wages but to the actual effort of the labourer; not to 
the interest but to the abstinence involved in the saving of 
capital; not to the profits but to the personal services of 
the employer. The distinction is not without importance, 
as will be evident later, especially in connectjpn with the 
distribution of income among the several agents of pro¬ 
duction. 


Prime and Supplementary Costs 

Another classification of costs may be considered before 
we proceed to the main analysis—a classification which is 
not only of service to the theorist, but is applied in a 
practical way in everyday business. Gross costs are often 
divided into “prime” and “supplementary” costs. Prime 
costs represent the outlays on the materials and labour 
that are directly involved in the production of a com¬ 
modity. Supplementary costs, sometimes known as on¬ 
costs, are those charges which are entailed by the under¬ 
taking as a whole, without any immediate relation to 
particular units of output. Rental, rates, managerial 
expenses, bank and insurance charges, and so on, are 
important items under the latter head. Broadly speaking, 
prime costs are borne only so long as production continues, 
and increase or diminish at about the same rate. Supple¬ 
mentary costs in a short period do not necessarily show 
any exact proportion to the volume of output, and may 
continue to be borne even though an establishment or 
service is temporarily closed down. 

It needs little demonstration to prove the importance 
of this classification of costs. In periods of depression we 
hear of firms that continue to carry on by charging just 
sufficient for their products to cover the cost of labour and 
materials. The owners may make no profit at all, but at 
least they do not incur the heavy losses that might follow 
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a complete stoppage of production. And, further, they 
have the satisfaction of knowing that, not only are they 
still providing employment for their men, but that, when 
trade shows signs of improvement, there will be no delay 
in getting their equipment ready to cope with new orders. 
In the course of time they hope to make up for the supple¬ 
mentary costs for which, during the depression, they 
receive an inadequate return. 

The transport services provide several instances of the 
practical importance of the division into prime and 
supplementary costs. Many tramways companies, for ex¬ 
ample, allow passengers to travel between certain hours at 
specially reduced rates. The motive is partly to distribute 
the existing traffic more evenly over the day, but partly 
also to encourage a greater use of the services. It costs as 
much to run a tramcar whether it is fuU or half-empty; 
and if additional passengers can be induced to travel on the 
cars, even though the fares are below the ordinary level, 
the companies will receive some net addition to their ex¬ 
isting revenue with no appreciable increase in the outlay. 

Railway excursions are provided on the same principle. 
A considerable percentage of the railway companies’ gross 
expenses is of an overhead character. The greater is the 
volume of their passenger traffic, the less is the unit cost to 
the companies. It would be impossible for all passengeiV 
to be conveyed at the reduced rates, but since a certain 
traffic at the higher rates is assured, it is found profitable 
to carry additional traffic at special excursion rates. This 
should not provide the ordinary passenger with an excuse 
for grumbling, for the companies would be quick to point 
out that if the excursionists were not carried at specially 
low fares the majority of them would not travel at aU. 
The overheads of the railways remaining fairly constant, 
any reduction in the total traffic might, in fact, make it 
necessary to charge still higher rates to ordinary passengers. 
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Shipping companies act to some extent in a similar way. 
Certain countries import a larger volume of goods than they 
export, and, consequently, there is plenty of cargo space 
in the retiirning vessels. The shipowners quote specially 
low freight charges for the outward journeys for certain 
classes of goods, which, if the rates were higher, might not 
be transported at all. The list of examples could be almost 
indefinitely extended so as to cover every branch of pro¬ 
duction. 


The Marginal Firm 

Though one speaks of cost of production as a price¬ 
determining factor, the need for some closer definition 
soon becomes evident. One mill, for example, may be 
able to sell a roll of cloth of a given grade at a much lower 
price than a rival mill, yet make perhaps a larger profit. 
It may be more efficiently managed, or have a better 
technical equipment, or possess some other advantage 
which enables it to produce its goods at a lower unit cost 
than others. It is obviously insufficient to say merely 
that price is governed on the supply side by cost of pro¬ 
duction without specifying to whose cost we are referring. ^ 

Just as, on the side of demand, we noted that it was the 
marginal consumer who, in a sense, decided the buying 
price for all consumers, so, on the side of supply, it can be 
shown that it is the marginal firm to whose costs the price 
tends to approximate. For example, firm A can, if neces¬ 
sary, seU a certain standard article at i8s. and make the 
minimum profit which is regarded as essential to carrying 
on. Firm B cannot profitably sell it for less than 19s.; 
firm C, 20s.; and firm D, 21s. If A could in an instant 
increase its output to any desired degree, and retain its 
economies in production, it might charge i8s. for the 
goods and so capture the trade of all its rivals. But in a 
'short period such a policy can rarely be carried out. The 
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potential demand for the goods at i8s. would be greatly 
in excess of the supply that A could place upon the market. 
Even at 19s., perhaps, the potential demand v.ould be 
greater than the combined supply of A and B. If the 
rice were 20s., the demand would just equal the total 
output of A, B, and C. Firm D could not compete at this 
figure, and would cease to produce. 

The selling price thus tends to equal the cost of produc¬ 
tion (including the minimum profit) of C. Firm A could 
sell at 2s. less per article if it wished, but since, by hypo¬ 
thesis, it can dispose of all its output at the higher price, 
there is no advantage, from its own point of view, in 
cutting the price. It makes 2s. per article in excess of 
the basic profit with which, under less favourable con¬ 
ditions, it would be satisfied. Firm B, too, could sell for 
less than the existing market price, but, as it can sell the 
whole of its stocks for is. per unit more, it naturally pre¬ 
fers to do so. Firm C just manages to continue in busi¬ 
ness, at least so far as the production of this particular 
article is concerned. The last-mentioned firm is at the 
margin, and its cost of production is equivalent to the 
selling price of the commodity. 

If, through increased demand, the price rises to 21s., 
firm D, previously below the margin, now becomes the 
marginal firm. If, through diminished demand, the price 
falls to 19s., firm B becomes marginal, and C drops below 
the margin. At whatever point the price is fixed, there is 
determined also the position of the marginal firm. As we 
observed when dealing with demand, price and the margin 
are interdependent. 

In passing, we may note that the firms above the margin 
make a producer's surplus, which is analogous to the con¬ 
sumer’s surplus previously considered. Rather than go 
without a certain article a purchaser would be prepared to 
pay a higher price than that actually charged. Similarly, 
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rather than not sell its goods at all, the supra-marginal firm 
would charge less than the prevailing price. Owing to the 
favourable market conditions, it obtains a surplus profit 
in addition to that which may properly be regarded as the 
normal. This element of surplus in profits, as well as in other 
forms of income, will be more closely examined in Part III. 

Equi-Marginal Returns 

It will be recalled that there is a marginal stage in the 
consumption of successive units as well as a marginal 
consumer in the range of purchasers. In other words, 
while there is usually in every group of consumers one at 
least who is just induced to buy at the existing price, 
there is a certain unit in the consumption of successive 
amounts of a commodity from which each consumer 
derives a marginal utility. Corresponding to the marginal 
consumer, there is the marginal producer. Corresponding to 
the marginal utility, there is the marginal cost. The con¬ 
sumer finds that the utility of additional units diminishes 
until there is nothing to be gained from further purchases. 
In a roughly similar way the producer may find that the 
cost per unit increases until it no longer pays him to 
increase his output. Or, if he still enjoys increasing 
returns (i.e. dimini.shing unit costs), additional supplies 
may bring about such a fall in price, and in profit per unit, 
that he is disinclined to increase his production beyond a 
certain stage. This stage is indicated when the payment 
for the additional product yields a bare minimum profit 
and no surplus. 

Production, therefore, tends to be carried up to that 
point at which price and cost (including minimum profit) 
are equal. Or, to state it in another form, price tends to. 
equal marginal cost. This is not to imply that the price 
of an article is equivalent for all time to the highest unit 
cost of production. It is a matter of common experience 
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that commodities which are produced under increasing 
returns, and for which the demand is elastic, have their 
prices successively reduced. Over a long period, as we 
have stiU to show, it is the least cost to which price ap¬ 
proximates. But for the present we are ignoring long 
period and complicating conditions. In the short period, 
and especially at any particular point of time, it is the 
greatest cost that indicates the price. 

Corresponding to the tendency for the consumer to lay 
out his money in such a way as to secure equi-marginal 
utilities from all the articles that he buys is the tendency 
for the producer to employ the factors of production in 
such a relation to each other as to obtain equi-marginal 
returns. The reasoning is very similar and need not be set 
out at length. We can picture a manufacturer who desires 
to obtain the maximum output from the resources at his 
disposal. He may be hesitating whether to spend a little 
more on labour-saving machinery, thus reducing his wages 
bill, or to continue to employ the original number of work¬ 
people. If he is swayed by purely commercial motives, his 
decision will be determined by the prospective profits to be 
obtained from the alternative modes of expenditure. He 
will spend relatively more on that factor which yields the 
greater specific product (so far as this can be ascertained) 
until the point is reached at which the advantage over the 
other factors disappears. He wiU adopt the same attitude 
to all the means of production under his control. So long 
as one of them yields a greater additional return than 
another he will give it the preference, until eventually the 
marginal returns from them all are equal. To continue to 
employ one of the factors beyond this stage would yield a 
smaller return than could be obtained from a greater use 
of one of the other factors. The most efficient organizer, 
therefore, is he who utilizes the factors in such proportions 
as to secure equi-marginal returns. 



SECTION 19 

COSTS AND THE TIME ELEMENT 

The conception of the '‘stationary state/' while useful up to a point, is 
apt to be very misleading. Three stages in time may be distin¬ 
guished. First, there is the actual moment at which market trans¬ 
actions take place, and at which stocks are fixed. Secondly, there 
is the short period, during which the technical equipment is fixed, 
N though the output is somewhat elastic. Thirdly, there is the long 
period, which allows sufficient time for changes in the means of pro¬ 
duction. In the short period price tends to equal highest cost, but 
in the long period it tends to approximate to the lowest cost. 


The Short Period 

* In the previous discussions we have used the terms “long 
period" and “short period,” relpng upon the context to 
make their meaning clear. As, in the following pages, we 
shall examine the time element in its relation to value more 
closely than we have done up to now, it will be of assistance 
to say something at this stage on the conditions of supply 
and demand at different points of time. 

In the hteral sense, the shortest of periods is that pre¬ 
vailing at a single moment, when all the conditions of 
f production and consumption are absolutely fixed. A 
“snapshot” picture of society is a popular device with 
many writers. The market price that a commodity fetches 
at a particular instant is said to indicate the forces of 
supply and demand operating at that moment. But great 
caution is necessary in basing conclusions on the condi¬ 
tions at a particular point of time. The picture is neces¬ 
sarily incomplete; it lacks reality^ The currents and 
under-currents of economic activity do not show up in 
an instantaneous view of this kind, although they are 
liable to change the whole outlook in the course, perhaps, 
of a week or two. SuppUes may seem to be plentiful, 
judging from the appearance at a single instant, but in 
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a little time they may be the very reverse. Demand 
may seem to be strong, but be on the verge of a sudden 
contraction. Conversely, an apparent shortage of supplies 
may be only momentary, due to be followed almost im¬ 
mediately by an increase in market stocks. And a seeming 
sluggishness in demand may be but a transitory reaction, 
just about to give place to renewed purchases on a large 
scale. 

The "short period," as used by the economist, cannot 
be rigidly defined for it does not specifically restrict the 
time to any prescribed hmits. Compared with the con¬ 
ditions at a particular moment, those of the short period 
may seem very prolonged. They are "short" only in 
relation to the circumstances of the "long period" which 
we shall consider below. 

In the short period we regard conditions of supply as 
being relatively, but not absolutely, fixed. There is a 
definite quantity of machinery and other technical equip¬ 
ment available. Output can be increased only by 
employing these appliances and labour more intensively. 
But working overtime is expensive, partly because of the 
higher rates that have usually to be paid, and partly 
because of the reduced efficiency per hour that often 
accompanies an extended working day. The cost of light¬ 
ing and heating, too, may increase in more than propor¬ 
tionate degree, while the wear and tear of intensively 
worked machinery may be unduly heavy. I There is the 
further difficulty that a sudden increase in the demand for 
materials, and possibly, too, for labour, may force up the 
prices of these requisites. The result may be an appre¬ 
ciable rise in the total costs of pro^iuction. 

On the other hand, if the demand contracts, producers 
have insufficient time to adapt their resources to the 
making of other articles (where this is possible), and, rather 
than allow their plant to be idle, they may decide, as we 
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have jwevioiisly explained, to sell tlieir goods for but little 
above prime cost. How far they pursue this policy de¬ 
pends upon the peculiar conditions of the market for which 
they are catering. The producers may be loth to reduce 
the prices for fear of “spoiling the market.” An in¬ 
judicious cut in prices may prevent the market from 
recovering for a considerable time. Though many may 
prefer a policy of restricting output, they are not certain, 
under conditions of competition, tliat their rivals will 
pursue the same course. It is not mere coincidence that 
in times of depression the call for combination or associa¬ 
tion is the most insistent. 

Comparative rigidity and inelasticity are thus charac- 
I teristic of the short period. Supphes, as we have stated, 
I are not absolutely fixed, but they are sufficiently pre¬ 
determined to weaken the bargaining power of the pro¬ 
ducer. In the short period the buyer^s usually in the 
better bargaining position, especially with regard to those 
. commodities which are of a perishable nature. This is 
not to say that the seller does not look ahead, estimate 
the future trend of prices, and fix present prices accord¬ 
ingly. The less perishable his stocks, the less inducement 
there is to sell at low prices in the present. But there are 
many other circumstances to be taken into account. The 
seller may need ready cash; his storing facilities may be 
insufficient; while there is always the risk of his estimate 
of future prices turning out to be incorrect. As a rule, the 
producer, in relation to the consumer, has, in the short 
period, less influence on market conditions than he has in 
the long period. 

The Long Period 

There is no definite line of demarcation between the long 
and the short periods. The terms are only relative. What 
might be considered a long period in connection with one 
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commodity might be regarded as a short period in 
connection with another. Twelve weeks might be thought 
to constitute a long period in the market for ice cream, but 
twelve months might not be sufficient in the market for ice 
cream machinery. The long period for commodities such 
as blocks of mansion flats and ocean liners might easily 
run into years. 

' Broadly speaking, the long period is distinguished from 
the short period by the fact that adequate time is allowed 
to increase or decrease the technical means of production, 
and to make corresponding adjustments in the supplies of 
labour. If demand is increasing, sufficient time is allowed 
, to build new factories and warehouses, make and install 
new machinery, and take on and train new employees, f If 
1 demand is diminishing, there is sufficient time to close 
I down the redundant buildings, dismantle the superfluous 
machinery, and discharge the imnecessary workpeople. 

(Just as on the one hand there is no sharp dividing line 
between the short and the long period, so on the other 
hand it is impossible to demarcate between the conditions 
of the long period as described above, and those of a still 
longer period, which allows of alterations in population, in 
knowledge, in tastes and requirements, as well as in the 
technique of production and exchange. We may, however, 
be excused from pursuing the problem of valuation under 
such prolonged and indefinite conditions. For practical 
purposes we may leave out what have been called the 
“secular” movements, and confine our attention to the 
long period as ordinarily understood.) 

To sum up so far, we can trace at least three main 
stages. First, there are the conditions at a particular time, 
when supply is either limited to the stock in hand, or is 
at least in the course of production. Secondly, there is 
the short period during which the plant and equipment 
are fixed, though the stocks may be, within limits. 
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expanded or contracted. Thirdly, there is the long period, 
which allows sufficient time to elapse to permit of the 
extension or reduction of equipment, the introduction of 
I new methods and policies, and the adjustment of labour 
' supplies. 

Price in the Short and the Long Period 

We may now proceed to observe the price-determining 
forces as they are affected under short and long period 
conditions respectively. In the short period, as we have 
explained, the supply is fairly constant, and demand 
tends to be the predominant factor in determining price. 
If supplies are short, the price may temporarily rise con¬ 
siderably above the marginal cost of production, in which 
both the prime and the supplementary costs are, of course, 
included. The high prices may tempt producers to work 
their existing plant (the quantity of which, it will be 
remembered, is fixed in the short period) more intensively, 
and put their workers on overtime. The additional sup¬ 
plies thus placed on the market may bring about a reduc¬ 
tion in prices, but not perhaps down to the original level. 
If prices still show a surplus over the marginal cost of 
production, manufacturers and others may still endeavour 
to increase their output. Eventually the selling price may 
be no greater than the additional net cost, and at that 
point the producers, if wise, will cease to turn out addi¬ 
tional quantities. But by that time the short period may 
have passed into the long period. 

If supplies are over-plentiful the opposite set of ten¬ 
dencies comes into operation. Price in the short period 
may fall to prime cost, and in exceptional cases (where, 
Sfor instance, the article is very perishable) may be re¬ 
duced even further. Producers may cut down their 
output within the limits that short period conditions allow, 
in the hope of bringing about an improvement in prices. 
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Thus, in a short period, whether scanty supplies raise 
prices above cost, or ample supplies reduce prices below 
cost, the prevailing tendency is to bring about such 
modifications in the supply, the instruments of production 
remaining the same, as to cause price to coincide with the 
marginal cost. Hence, it may be generalized that in a 
short period the price of an article tends to equal the 
highest unit cost incurred in its production. 

In the long period other forces come into operation. 
An enterprising firm is not content with a more or less 
constant return from the limited resources immediately 
at its disposal. It seeks to widen its market and possibly 
to capture some of the trade of its rivals. With this end 
in view it extends its establishment and the range of 
its activities, and, as a result of the greater economies 
in production, effects a reduction in prices. Some of the 
less efficient firms disappear. It is no longer worth the 
while of the remaining firms to push their production 
to the marginal point which previously was just found 
profitable. Thus, the conclusion that price tends to equal 
the highest unit cost of production is limited strictly to 
the short period. In the long period the opposite applies. 
Provided that competition is present, that the goods are 
being produced under increasing returns, and that the 
demand is sufficiently elastic, the price of a commodity will 
tend in the long run to equal the lowest cost of production, 
notwithstanding the tendency at any given time for it to 
approximate to the highest cost. There is no contradic¬ 
tion in these two statements; the lapse of time makes all 
the difference. 
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COMPLEX CONDITIONS OF DEMAND 

The direct and indirect relationships into which most commodities 
enter serve to complicate the theory of price-determination. Joint, 
derived, and composite demand, each gives rise to its own special 
problems, though the same general principles still apply. 

Joint Demand 

Much of the reasoning contained in the foregoing sections 
has, for purposes of simplicity, been based on the assump¬ 
tion that a commodity has been the sole subject of de¬ 
mand or supply, and that no joint or indirect relation¬ 
ship with another commodity has entered into the deter¬ 
mination of its price. In practice, the number of articles, 
the demand for and supply of which can be examined 
to the exclusion of such other relationships, is very 
limited. The marketing of water in an oasis is an in¬ 
stance of simplified price-fixing. The seller supplies water 
and nothing else. The buyer requires water for the im¬ 
mediate purpose of quenching his thirst, and for no 
other object. Yet even under these conditions, the value 
may be indirectly affected, however remotely, by the 
existence of other commodities or purposes, which serve 
to modify the demand for or the supply of drinking water. 
These qualifying factors apply, with greater or less force, 
to nearly all commodities that enter into exchange. 

The first relationship to be noted is that known as joint 
demand. There is said to be a joint demand when two or 
more commodities are required together in order to serve 
h particular purpose. The commodities may be wanted 
in definite and fixed proportions, or the quantities may be 
variable within wide limits. One commodity may be 
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Jointly demanded with more than one other commodity. 
Further, besides being complementary to another, it may 
be in demand for its own direct utility. 

There is, for instance, a joint demand for paper and 
cloth in making a book; for wood and canvas in making 
a deck-chair; for vulcanite and gold in making a fountain- 
pen. A joint demand also exists for matches and tobacco, 
and for meat and vegetables. The degree of the relation¬ 
ship between these several examples is by no means 
uniform. The decision of a publisher to issue a work in 
two volumes instead of one naturally affects the ratio 
between the cost of binding and that of paper. The ratio be¬ 
tween beef and potatoes is stiU more liable to variation. 
The ratio of the respective demands for the parts of a 
fountain-pen is more constant, while examples can be 
found (such as a chemical compound) in which the propor¬ 
tions are absolutely fixed. 

Tobacco is not of much use apart from its usual destina¬ 
tion, but its complement, matches, may enter into another 
joint relationship for satisfying one’s wants. The gold 
that is jointly demanded with vulcanite is required along 
with scores of other commodities. And, lastly, many of 
the articles referred to are capable of giving a satisfaction, 
in one form or another, independently of the consumption 
of a complementary commodity. 

Derived Demand 

A somewhat similar, and no le.ss important, conception 
is that of derived demand. A commodity may or may not 
be required as a complement to another. But almost 
invariably the demand for it gives rise indirectly to a 
demand for other commodities which themselves are in 
joint demand. Thus, the demand for a motor-car leads 
to a derived demand for steel, wood, rubber, and numer¬ 
ous other materials, together with labour, which is 
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always a prominent item among the factors in derived 
demand. 

Though it is not an easy matter to trace with any 
accuracy the action and reaction of one set of prices on 
another, the general nature of the interaction can readily 
be understood. If two things are in joint demand, a rise in 
the price of one of them may so diminish the total demand 
as to cause a reduction in the price of the other. If the fall 
in the price of the second factor just compensates for the 
rise in price of the first, the demand will return to its 
former level, provided that other conditions remain un¬ 
changed. But it is safe to assume that the long run effects 
will work out differently. The reduction in the price of 
the second commodity, if it occurs at all, is likely to be but 
temporary. Its final position will depend upon the extent 
to which the commodity can be used for other purposes, 
the degree of monopoly revenue in the profits from its pro¬ 
duction (on which we shall have something to say shortly), 
the amount of sunk capital involved in its production, 
and several other conditions that readily spring to mind. 

Fluctuations in the supply and in the price of factors 
employed in production naturally exercise an influence on 
the price of finished articles. It does not follow, however, 
that a variation of a given amount in the price of the part 
will have a corresponding effect upon the price of the 
whole. Several conditions determine the force of the 
reaction. First, of course, are the circumstances of the 
demand for the finished product. If the demand is elastic, 
the sellers will have a more difficult task in increasing the 
price to compensate for the higher costs than they would 
have if the demand were fairly inelastic. If competi¬ 
tion is effective—and for the moment we may assume it 
to be so—the producer will be more inclined to cut down 
liis production costs than to adopt the course of raising 
the selling price. 
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A second condition that has to be observed, if a rise in 
the price of a part is to be transmitted to the price of the 
whole, is that the factor must be essential to the produc¬ 
tion of the commodity. If it can be dispensed with, or 
if an effective substitute can be employed at a lower 
price, the producers will hesitate to use the same quantity 
as before. The greater the shortage, and therefore, as a 
rule, the higher the price of a component part, the greater 
is the inducement for the makers to search for sub¬ 
stitutes or alternative processes. 

Thirdly, the ratio of the cost of the part to that of the 
whole must be fairly small if the increased cost is to be 
shifted without serious dislocation. The cost of the factor 
may be doubled, but if that factor is used in small quanti¬ 
ties only, the total costs may not be appreciably affected. 
Even where the extra charge is considerable, the producer 
may be able to make up for it by cutting down the outlay 
on the other factors. 

Thus, if the final price is to remain unchanged, the 
demand for the other factors required in the production 
of the commodity should be relatively elastic, so that 
either the amounts used are capable of reduction or 
cheaper substitutes can be employed in their place. In 
these circumstances, the price of tire finished article migh”^ 
remain unaltered, notwithatandiilf a rise in'^the cost of one 
of the requisite parts. 

Where rivalry is keen the stimulus to the producer to 
choose the factors of production in the most economical 
proportions needs no comment. Under monopoly, too, 
the producer finds it to his advantage to employ those 
agents, and in just the proper proportion, so as to 5deld 
him the greatest profit. Any tendency, following a rise in 
the price of a factor, to increase the charge for the finished 
product may be immediately checked by a contraction 
of the demand. The monopolist, hardly less than the 
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competitive producer, is impelled to resort to a policy of 
cost reduction rather than one of price increase. 

The Derived Demand for Labour 

An example will serve to bring out the significance of 
the above conditions. We have already remarked that 
labour is one of the most important agents in derived 
demand. Let us take a motor-car as the finished article, 
and the labour of skilled electrical engineers as one of 
the factors indirectly required. Suppose that, for rea¬ 
sons which need not for the moment be considered, the 
supply of this kind of labour becomes relatively scarce. 
As the skill cannot be acquired except by a lengthy period 
of training, not to mention the restrictions that are 
imposed by the trade unions, fresh supplies of labour 
cannot come forward for a considerable period, and in the 
meantime the specialized workmen demand high rates of 
pay. It will be assumed, for the purposes of the argument, 
that the electrical equipment is made under the control of 
the motor manufacturer, though it is quite common for the 
components to be supplied by independent firms. 

Let us now apply the test of the above conditions. The 
increased cost of this particular kind of labour may induce 
the motor-car manufacturer to raise the price of his pro¬ 
ducts. But the demand for cars is very sensitive to price 
changes. Besides, competition in this industry is very 
keen, and few manufacturers would embark upon a price¬ 
raising policy unless they were sure that their rivals would 
do the same. Some of these rivals, as likely as not, would 
seize the opportunity to extend their own sales, particu¬ 
larly if, by so doing, they reduced their overhead charges 
by perhaps more than the increase in part of the wages bill. 

Secondly, the fact that electrical engineering is indis¬ 
pensable to the production of a car prevents the manu¬ 
facturers from dispensing with its service. Particular 
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forms of electrical mechanism, it is true, may be preferred 
on the score of economy to another—^the coil and battery, 
for instance, may take the place of the expensive magneto 
—^but the demand for the special grade of labour as a 
whole is thereby little affected. So far as this condition is 
concerned, the workers are in a strong position to enforce 
their demands. 

Thirdly, the proportion of the cost of electrical en¬ 
gineering labour to the total outlay on a complete car is 
not of large dimensions. When account is taken of the 
numerous other forms of labour required, of the expense of 
materials and manufactured parts, and of the heavy 
standing charges, the ratio of the cost of this particular 
kind of labour is seen to be comparatively small. On 
these grounds, too, the electrical workers are in a favour¬ 
able position. 

Lastly, is the demand on the part of the manufacturer 
for the other labour and components relatively elastic? 
There certainly are branches of his establishment which 
are not engaged in such vital work, and which, if no outlet 
were possible in the form of a higher selling price, could 
be cut down so as to balance the extra cost elsewhere. 
Thus, a motor-car manufacturer, faced with a higher 
wages bill for the electrical workers, yet unable to raise the 
price of his vehicles, might restrict the expenditure in 
the body-building department. He might, if circum¬ 
stances permitted, reduce the wages rates paid there. 
He might also decide to employ inferior materials in a 
further endeavour to compensate for the increased costs 
in another section of the works. 

The example is admittedly hypothetical, but it illus¬ 
trates the interaction of values of commodities and 
services in joint and derived demand. Instead of a rise in 
the cost of electrical labour, the manufacturer might be 
faced with an increase in the price of tyres. The immediate 
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reactions would probably be mucb different, but the 
consequences would reverberate in the same general, 
manner throughout the establishment, and possibly affect 
other industries as well. A movement in the price of one 
important part might ultimately bring about a complete 
readjustment of the values of all the other parts directly 
or indirectly required. 

Composite Demand 

Demand is said to be joint or derived when the com¬ 
modities concerned are required, directly or indirectly, to 
fulfil a particular purpose. But when the individual 
commodities are capable of fulfilling other purposes as 
well, and several types of consumers compete for the exist¬ 
ing supplies in order to satisfy their respective wants, there 
is said to be a composite demand. Thus, to extend our 
previous example, there is a joint demand for motor-cars 
and garages; tlirough the demand for cars a derived 
demand for steel and rubber; nnd, owing to many 
alternative uses of steel and rubber, a composite demand 
for these materials on the part of many other industries. 
The problems that a composite demand presents are 
interwoven with those which we have already considered, 
yet are sufficiently independent to merit separate 
treatment. 

The electrical engineers mentioned above competed 
with the other workers and, in a sense, with capital 
instruments, for employment by the motor-car manu¬ 
facturer. In considering their bargaining position, and the 
probable effects of a claim for increased wages consequent 
upon a shortage in their supply, we deliberately disre¬ 
garded the reasons that led to their comparative shortage. 
If a long period were allowed to elapse, the explanation 
might simply be that the rewards of the calling were 
regarded as inadequate and that therefore the number of 
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recruits fell off until the supply of skilled labour became 
seriously attenuated. But this would hardly be true of a 
growing vocation like electrical engineering. There are 
certain trades which, owing to the peculiar conditions to 
which they are subject, have experienced a falling-off in 
recruits. Plasterers, for example, are not nearly so plenti¬ 
ful as they used to be, not so much because the post-War 
boom in building has greatly increased the demand for 
their labour as because the industry, for various reasons 
{such as "broken time" on account of weather vagaries), 
has failed during the last few decades to attract an ade¬ 
quate number of workpeople to its skilled ranks. 

A shortage in the supply of electrical engineers, should it 
occur, would not be due to factors such as these. More 
likely it would be occasioned by an increased demand in 
other and new industries. The growth of the radio 
industry, for example, might, unless the supply of trainees 
kept up with the demand, indirectly cause a scarcity of 
electrical workers in the motor-car industry. The re¬ 
actions, therefore, set up by a restricted supply of labour 
in a particular industry are liable to be even more com¬ 
plicated than those which we have already described. 

The composite demand for the material factors of 
production gives rise to similar considerations. Coal, iron, 
wood and leather—to mention but a few of the basic 
commodities—are required for innumerable purposes. 
The price of each is influenced by the number and the 
character of the purposes to which it is devoted. The 
same is +rue of those capital instruments, such as lathes, 
which, with little or no adaptation, can be used in a variety 
of industries. 

Whether the factor happens to be a personal service, a 
capital instrument, or a raw material, the available 
supplies, for reasons that we have previously explained, 
wiE tend to be appjortioned among the several uses in such 
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a manner that the marginal utilities (or^» ^\dti®) are 
equal. The same general principle of eq 
margin applies to the composite demand a ^^igle 
commodity as to the individual consumer’s de, 
several commodities, though in practice many v '•’a 
stances may conspire to hinder an evenly bala, ^ 
adjustment. 
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^ HEN goods are produced from a common source their prices are 
necessarily related. The independence is closer when they are 
turned out in fixed proportions to each other. Differences in the 
elasticity of the demand for the joint products complicate the 
problem of price-fixing, as do also divergencies in costs in the later 
and independent stages of production. The prices of commodities 
that are partial or complete substitutes for each other are naturally 
interdependent. 


Joint and Multiple Supply 

When two or more commodities spring from a common 
origin there is said to be a joint supply, A close correspon¬ 
dence exists between this conception and that of joint 
demand, and the practical problems to which it gives rise 
are no less important. Innumerable examples can be 
found of a producer turning out a variety of goods from a 
single source, the price of each commodity being neces¬ 
sarily influenced by the price at which the other joint 
product sells. Thus, the price of coal gas is intimately 
bound up with that of tar and dyes, not to mention the 
obvious connection with the price of coal itself. Similarly, 
the joint supply of corn and straw, of meat and hides, of 
electric lamp bulbs and radio valves, involves an inter¬ 
action between the costs of the articles in each group in 
the determination of their respective seUing prices. 

Allied to joint supply is the condition of multiple supply. 
In the former category there is literally a single source of 
all the commodities composing a group. In the latter 
there is no common origin in the purely physical sense. 
Thus, a manufacturer of gramophones often turns out 
records as well, but there is no inherent connection be¬ 
tween the two products. In fact, the relation between 
the departments producing these commodities may be 


170 



complex conditions of Supply 171 

administrative only, and the establishments,^ though 
subject to a single control, be miles apart. In so far as 
such undertakings are made up of concerns which formerly 
were separate businesses, but which have merged all their 
interests, the position is one of financial and commercial 
control rather than of joint supply as ordinarily under¬ 
stood. But in so far as the directors employ the resources 
and equipment at their disposal to facilitate the purchase 
of materials and the making and marketing of their 
numerous products, their organization has something in 
common with joint production. 

Or, to take a purely distributive example, the owners 
of a departmental store or even of a humble shop in a side- 
street provide a large range of commodities, some of which 
are more difficult and expensive to sell than others. There 
cannot be a straightforward apportionment of costs 
among the numerous lines kept in stock. One commodity 
may yield a large gross profit. Another may not have 
much of a market, and may have to be sold at a loss. 
Once the store has been established, certain lines may be 
added to the stocks without a corresponding increase in 
total costs. The price-determining conditions, therefore, 
bear a certain resemblance to those of joint supply. 

AgCxRegate and Individual Cost 

Some commodities cannot possibly be produced without 
others, and the proportions are rigidly fixed. These are 
the most perfect examples of joint supply. Thus, wheat 
and straw are grown in an almost unalterable ratio. The 
com in agricultural countries is exported, but the straw 
will not warrant the expense of transport. Hence, in 
wheat-exporting countries the straw sells at a very low 
figure, though in countries hke Britain, where the supply 
is not so plentiful, the price is appreciably higher. 

Other commodities, though coming from the same 
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source, do not have their respective proportions pre¬ 
determined quite so rigidly. The dairy farmer can decide 
to sell more milk and make less butter. The sheep farmer 
can, up to a point, modify the proportions, as well as the 
quality, of mutton and wool. Both the dairy farmer and 
the sheep farmer are in a stronger position in that they 
can alter their ratios, whereas the corn grower has a 
fairly inelastic supply of straw which he must dispose of 
at the best price he can get. 

Then there are those products which allow the producer 
a fairly wide choice in determining the final destination. 
A colliery owner has a certain range of uses to which he 
can put his coal. He does not rely upon the revenue from 
the raw product to nearly the same extent as did his 
predecessor of a generation ago. In the future he may 
rely even less. In view of the large variety of coal pro¬ 
ducts, the selling price of the fuel for direct consumption 
may not exercise the same power over that of the by¬ 
products as it has done until now. Indeed, what pre¬ 
viously has been considered the main product may come 
to be regarded as a secondary by-product. 

The supplier of multiple products is in the best position 
for adjusting his goods to particular demands. He can 
cut down or increase the supply of one commodity without 
troubling about a shortage or a surplus in the supply of 
another. His latitude, however, applies mainly to the prime 
costs. He cannot modify or apportion the supplementary 
costs so readily. His policy, therefore, will largely depend 
upon the ratio of prime to total costs. 

Supplementary charges may be a considerable element 
in joint costs, yet it is almost impossible in many cases to 
calculate with accuracy the share that should be borne by 
individual products. Take, for example, the expenditure 
on advertising. Where a firm extols to the world the 
virtues of a single commodity, and orders pour in for that 
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commodity and for no other, it is a simple mattel: to esti¬ 
mate the charge of advertisement per unit sold. But, where 
a firm advertises a large number of articles together, a 
precise statement of publicity cost for each type of product 
is more difficult to obtain. "Further, where a fijrm spends 
large sums, not in proclaiming specific goods, but in popu¬ 
larizing its own name (such as by the constant reiteration 
of business slogans), exact apportionment of cost to indi¬ 
vidual prices is altogether impracticable. When a multiple 
grocer sells sugar at less than cost in order to tempt people 
to come to his stores where, it is hoped, they will buy other 
things as well, there can be no question of accurately 
balancing the expenses of and the revenue from the 
particular articles that he sells. The deficit on sugar is in 
reality an advertisement charge that must be spread over 
the whole of the goods offered for sale. 

Joint Cost and Elasticity of Demand 

An enlightened producer does not merely set his aggre¬ 
gate revenue against his aggregate cost, and be content, 
if a substantial balance is in his favour, to pursue the 
same course as before. Instead, he will want to know 
whether a different arrangement of his resources or a 
different ratio of his products will make the business even 
more profitable. His policy will be largely determined by 
the fixity or otherwise of the relationship between the 
joint products, and by the respective elasticities of the 
demand. I f he can produce the several articles in such vari¬ 
able proportions as he pleases, his task is straightforward. 
He will increase the amount of those goods that obtain 
the more profitable prices and turn out fewer of those 
that fetch the lower prices. The farmer, for instance, will 
vary the amounts that he makes of butter and cheese 
according to the prices they bring at different times. 

But, if a producer cannot make one commodity without 
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at the same time turning out a definite proportion of 
another, his procedure will not be so simple. The demand 
for one of the products may not follow the same direction 
as the demand for the other. If the demand for one of the 
products is strong, a rise of lo per cent in the price may 
have no effect upon the amount that is required. But if 
the other commodity that is jointly produced is subject 
to an elastic demand, the producer will have to reduce its 
price if the whole of the stock is to be taken off his hands. 
If his competitors do the same, there may be such a col¬ 
lapse in the price of the subsidiary product that he makes 
from it a smaller profit than before, in which event he will 
regard the higher price of the first product as partly consist¬ 
ing of compensation for the reduced profit on the second. 

If the demand for one of the joint products falls off, and 
the supply of that product cannot be cut down without 
diminishing the supply of the other, the policy of the pro¬ 
ducer will be determined largely by the relative import¬ 
ance of the first product as well as by the conditions of the 
demand for the second product. If the commodity for 
wliich the demand declines is the chief source of his 
revenue, he will not hesitate to cut down the total supply, 
even though his sales of the subordinate commodity are 
less than he would otherwise enjoy. But if the commodity 
in question is of secondary importance, he will obviously 
not cut down the total production, for by so doing he is 
liable to lose heavily on the main product. Instead, he wiU 
keep the total supply at the existing level, and reduce the 
price of the minor product so as to stimulate the demand 
and thereby dispose of all his stocks. The greater the 
elasticity of the demand for this product, the easier it will 
be to pursue such a policy. 

Where, however, a manufacturer is turning out a num¬ 
ber of joint products, the amount of any one of which 
cannot be varied without corresponding alterations in the 
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quantities of the others, or where the joint products are 
about equal in importance, his actions, following a change 
in the demand for one of his commodities, will tend to pur¬ 
sue a more complicated course. One of his products, 
could it be independently produced, might warrant a 
larger and more lucrative sale at a somev^at lower price. 
Another might advantageously be sold in smaller quanti¬ 
ties at a rather higher price. (The presence of competition 
may prevent the manufacturer from charging the higher 
price and storing some of the stocks, or perhaps throwing 
them on a dump.) The wise producer, who finds him¬ 
self imable to alter the proportions of his products, will 
consider his costs and his revenues as a whole, and regulate 
the aggregate supply in such a manner as to secure for his 
outlay the maximum net revenue. 

Disproportionate Costs 

Still another complicating factor has to be taken into 
account in discussing the interaction of prices of joint 
products. Seldom do we find commodities that are 
jointly produced down to the final stage without, in the 
final processes, some divergence of methods and the 
incurring of some special expense. Instances are rare iii 
which the cost of producing the main article accounts for 
the whole of the expenditure incurred in the joint produc¬ 
tion. The fact that, after a certain stage has been reached, 
each commodity is usually subjected to a process peculiar 
to itself prevents the producer from making a straight¬ 
forward division of costs. 

A few joint products, however, seem to conform to these 
conditions. Cotton fibre and cotton seed, for example, are 
grown together in practically invariable proportions, and 
the cost of cultivation and separation must be borne by 
the two together. The proportion of the revenue that is 
derived from the seed is so small that fluctuations in its 
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price would not considerably affect the amount of cotton 
tliat was grown. Up to this point, then, it may be said 
that the cost of producing the main product is identical 
with the cost of producing the two. 

But the example, if carried a stage further, becomes 
imperfect. The cost of marketing, an important item 
nowadays, is not necessarily the same for the one as for the 
other, nor need it be imdertaken by the same department. 
From that point onwards the respective costs may be 
very dissimilar. The cotton fibre goes its own way through 
numerous processes. The seed is pressed, and yields oil 
and oilcake. The costs of the joint products are now on 
different paths, and the connection between their prices 
becomes less direct. 

The individual costs of most joint products start on 
their own way long before those of cotton fibre and cotton 
seed. In nearly all the examples given in the foregoing 
pages a point is reached at a comparatively early stage at 
which the processes become independent and special 
expenses are incinred. With some commodities originat¬ 
ing from a single source the cost of the later independent 
processes may be greater than the share of the earlier 
common expenses. The cost of preparing and making up 
wool, for instance, is considerably heavier than the cost 
of obtaining the fleece conjointly with mutton. And, where 
one source yields a large number of products, the common 
processes may extend even a smaller distance along the 
whole way. There is, as it were, a short trunk but a 
number of lengthy branches. The distance between the 
several final products grows wider, and the relationship 
between their prices becomes more indirect than ever. 

Composite Supply 

We have shown that the notion of joint supply corres¬ 
ponds to that of joint demand. It remains for us to discuss 
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the problem of composite supply, which is analogous to that 
of composite demand. Commodities are said to furnish a 
composite supply when they can be used as substitutes for 
each other in satisfying a class of wants. Under composite 
demand one article can be used for a variety of purposes, 
and there is competition among the different types of 
consumer to obtain possession of it. Under composite 
supply the rivalry is between the sellers of the commodities 
to obtain the custom of the purchaser. 

There is no end to the examples of composite supply. 
Not only does beef compete with mutton, but the two 
together, together with all other kinds of meat, compete 
with alternative foodstuffs. If meat becomes dear, people 
with small incomes buy less of it and more of bread and 
vegetables. Similarly, there is a composite supply of 
wool, cotton and silk, and of bricks, concrete and steel. 
There are, in fact, very few commodities that are alto¬ 
gether free from the rivalry, actual or potential, of other 
commodities. 

The competition between the articles in composite sup¬ 
ply results in a certain inter-relation of their prices. A 
shortage, and therefore a rise in the price of beef, causes 
part of the demand to be diverted to mutton, which also 
goes up in price. The relationship is still more marked 
in the prices of butter and margarine. Though the cost of 
production of the latter is fairly constant throughout the 
year, the selling price fluctuates with that of the former. 
This "sympathy" in prices is of considerable importance, 
and will be examined more closely in the following section. 



SECTION 22 


INTERACTION OF DEMAND AND 
SUPPLY 

Sympathy in prices extends not only to substitutes, but, in the long 
run. to articles that appear to have little in common. There 
are many complex cases, such as to be found in commodities that 
are both in joint supply and joint demand, or composite supply 
and composite demand, etc., in which the final position of the price 
is determined by the relative strength of the conflicting forces. 

Sympathy in Prices 

The sympathy in prices of goods capable of substitution 
for each other may be permanent or temporary, according 
to the conditions that respectively govern their produc¬ 
tion. If they are equally subject to increasing or diminish¬ 
ing returns, and especially if the demands for them are 
equally elastic, the long run effects will tend to be similar 
for all of them. But if they are produced under different 
conditions of cost, the one which enjoys the largest 
measure of increasing returns will be at the greatest 
advantage. A rise in the price of commodity A may 
lead for the time being to a sympathetic rise in the 
price of commodity B. But if B is produced under 
increasing returns, while A is produced under diminishing 
or constant returns, or is produced under increasing 
returns but not to the same degree, the producers of B will 
eventu^y reduce their prices by more than their rivals 
find possible, and thereby tend to capture the market. 
Indeed the manufacturers of B might refrain at the very 
outset from taking advantage of the shortage and raising 
their prices, in order that they might derive the full 
benefit of a large demand and low unit costs at an even 
earher date. Whether they would adopt this course would 
depend upon the foresight of their directors and upon the 
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speed with which they could increase their equipmoit and 
output. If their plant were already working to full 
capacity and it could not be extended for several months, 
the firm would possibly find it more profitable to raise 
their prices until such time as their equipment could cope 
with a larger demand, and then bring them down again. 

If one substitute has a permanent advantage over 
another in the cost of production, and if it satisfies the 
consumers' requirements with equal efficiency, then evi¬ 
dently its producers will tend eventually to squeeze out 
their competitors. In practice, however, the rivalry may 
continue, though with diminishing force, for a long time. 
The manufacturers of the more economical product may 
not be quick to seize their advantage. Some consumers 
of the more expensive substitute may still persist in their 
original choice. Their preference may be due to habit, 
and their means may be large enough to make them 
disregardful of the cheaper substitute. Or they may wish 
simply to be “different,” and be prepared to pay for the 
privilege. But substitutes which are absolutely com¬ 
petitive in every respect are uncommon. Though they 
serve the same general purpose, one of the commodities 
may fulfil it more effectively, or may be specially preferred 
by the consumer. Thus, while there is a certain rivalry 
between tea and coffee, many people have such a pro¬ 
nounced liking for one of the beverages that even a marked 
rise in the price would not induce them to change over. 

Though this sympathy is most evident in the prices 
of substitutes, it is to be found also, though not so obvi¬ 
ously, in the prices of commodities which in nature and 
purpose may be widely apart. Bread and football may 
seem to have little in common, but if the price of the 
former goes up to a serious extent, a man whose income 
allows little surplus over his family’s minimum require¬ 
ments may have to forgo his Saturday afternoon’s 
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^tertainment. If the poverty in a district is very acute, 
and persists for any length of time, the prices of admission 
to football matches may have to come down. The prices 
of necessaries, therefore, may indirectly affect the prices 
of luxuries. 

Thus, the price of everything that enters into a per¬ 
son's budget must have some effect, however indirect, 
upon the price of all the other items. And what applies 
to the individual applies also to the whole community. 
Underlying the seeming disparity of commodities and 
their prices are the same common forces which, by adjust¬ 
ment and re-adjustment, tend to bring about an equili¬ 
brium between costs and utilities. All commodities are 
subject to these universal forces, and one cannot properly 
study the prices of particular products in isolation from 
the rest. ‘ 


Some Complex Cases 

Some commodities are discovered in so many different 
relationships to other commodities that it is impracticable, 
in the light of our present knowiedge, to estimate with any 
precision the forces determining their prices. One complex 
case is that in which two commodities find themselves 
both in joint supply and in joint demand. Petrol and oil, 
for example, are obtained from the same source. They 
are required together in working an engine. The problem 
of their respective prices is further complicated by the 
fact, on the side of supply, that petrol from the oil fields 
has to compete with coal-produced spirit, and that 
mineral oils have to compete with vegetable oils; and 
by the fact, on the side of demand, that petrol-driven 
engines have to compete with other means of propulsion. 
The further fact that petrol has been singled out for taxa¬ 
tion makes the conditions of price-fixing more intricate 
than before. 
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Another complex case is that in which commodities are 
found both in composite supply and in joint demand. 
Consider, for example, bricks and concrete. They supple¬ 
ment each other in the erection of a building, yet at the 
same time they are in competition with each other. In so 
far as they are regarded as substitutes in composite 
supply, an increase in the price of one of the products is 
likely to divert some of the demand to the other, causing 
a sympathetic rise in price. But in so far as they enter 
into a joint demand, the extra payment that has to be 
paid for the one may so react, in the manner already 
explained, as to cause a fall in the value of the other. Thus 
the price of the second product is being pulled in opposite 
directions, and the final position will be determined by the 
relative strength of the conflicting forces. 

Or, again, a commodity may enter into a joint supply 
with one product and into a composite supply with 
another. Cotton, to repeat, is jointly produced with 
cotton seed. Its price is partly dependent upon the 
revenue from the by-product. It competes with artificial 
silk for use in textiles and has its price influenced from 
that quarter as well. In both cases there is a tendency for 
the price to fall. But, while the presence of the by-product 
may more than make up for the smaller revenue from the 
cotton fibre, there is no compensation when the competi¬ 
tion of the artificial silk compels a cut in price. 

Instances such as these could readily be multiplied, but 
we have quoted sufficient to show the difficulties attend¬ 
ant upon the problem of valuation. It is a comparatively 
easy matter to state the general principles of price 
determination, but the apparent simplicity can be very 
misleading. One has only to single out particular com¬ 
modities, and note the several relationships they are 
almost bound to have with other commodities, to appre¬ 
ciate the real depths of the problem. 
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Review of PmcE^DETEmimm Factors under 

Competition 

In tracing some of the complex conditions of pnce-&xmg, 
the main and underlying principles of valuation should 
not be lost sight of. Until now we have been assuming a 
state of competition both among buyers and among 
sellers, and, before proceeding further, it will be useful, 
perhaps, if we recapitulate the chief conclusions that we 
have so far reached. 

Beginning, but only for convenience, with conditions of 
demand, we showed that the actions of consumers in 
general gravitate around utihty. The amount of utility, 
however, that a commodity affords does not necessarily 
measure the value. In order to understand the inter¬ 
relation, we had first to study the nature of utility. The 
variability of the capacity of a commodity to satisfy the 
wants of different people, and of the same people at 
different times, which was a stumbhng-block to former 
economists who attempted to relate utihty to value, 
becomes incorporated in the modem theory. The utihty 
of successive equal units of a commodity tends to diminish, 
but the consumer continues to acquire further units until 
the uthity of the last purchase is equivalent to the utihty 
of the unit of money, which is itself estimated by reference 
to its power of exchange for that and other commodities. 
Price approximates to the money measure of marginal 
utihty. Pursuing this line of argument, we showed that 
individual consumers, and the community as a whole, 
obtain the greatest satisfaction for their expenditure when 
the marginal utihties of all the articles purchased are 
of equal degree. 

Turning next to the conditions of supply we examined 
the nature of costs. There is no immediate connection 
between cost and price, for the former varies with different 
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firms aadt with different parts of a single firm's outpnt, 
wher^ price in a competitive market is necessarily 
uniform. Here, too, it is at the margin that the relationship 
can be best observed. We showed that price tends to 
approximate to the marginal cost of production, and that 
producers in general obtain the greatest return from the 
factors at their disposal when the marginal returns are 
equal. 

On the side of demand, then, price approximates to the 
money measure of marginal utility. On the side of supply, 
it approximates to marginal cost. It follows that price 
tends to be determined at that pwint at which marginal 
utility and marginal cost are equivalent. 

In the course of the argument many modifications and 
reservations had to be made, and complex cases of demand 
and supply had to be considered. In particular, the quali¬ 
fications entailed by the time element need to be empha¬ 
sized. In the short period, demand plays a relatively 
larger part in determining price than it does in the long 
period. In the long run, cost of production is the pre¬ 
dominant factor. Furthermore, while at any particular 
time the price tends to equal the highest cost of production, 
over a period, in a progressive commimity, the price tends 
to equal the lowest cost. In the d5mamic conditions in ^ 
which we live relative values are constantly being ad¬ 
justed and readjusted in accordance with the numerous 
forces that we have outlined. 



SECTION 23 

MARKETS AND SPECULATION 

The modern market is not necessarily confined to a particular place, 
but may be world-wide in its scope. For a commodity to have a 
wide market, it should be portable, and have a high value relative 
to its transport cost. Market price is subject to variation from day 
to day, but the presence of the speculator serves in some degree to 
adjust demand and supply, and thereby le.ssen price fluctuations. 
All speculation, however, is not of this beneficial character. 

Growth of the Market 

We have been dealing with the interplay of demand and 
supply without having said anything so far about the 
market conditions under which the two forces come to¬ 
gether. In the ordinary sense of the term, a market is a 
place where buyers and sellers foregather and effect their 
mutual transactions. The goods in which they deal may 
actually be brought to the place of exchange, and many 
markets, even in an advanced community, are still of this 
elementary kind. In all parts of the country there are 
market towns to which farmers, dairymen, and others 
bring their live-stock or produce, and sell them on the 
spot. This form of market is almost as old as trade itself, 
and is still common for certain classes of commodities, 
especially those which the prospective purchasers wish to 
examine in person before deciding on purchase. 

In modem times, however, the operations of buying and 
selling have, in the main, advanced beyond this simple 
stage, and the conception of a market has been widened 
accordingly. Early in the evolution of trade people 
realized the advantage of bringing to market representa¬ 
tive samples instead of the total stock of goods. With 
such commodities as cattle and sheep this plan was not 
practicable, for standardization was out of the question. 

184 
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Hence the live-stock markets of the present day are still 
similar to those of former times. They may be vaster and 
the scale of operations more considerable, but the principle 
is the same. But with commodities such as cloth or wheat, 
buyers and sellers found it more advantageous to base 
their dealings on samples, thus economizing in the costs of 
transport. It might happen that the place of sale was a 
comparatively great distance from the source of supply, 
yet the ultimate destination of the goods be near at hand. 
The use of samples would prevent the unnecessary double 
journey of the goods themselves, which could now be sent 
direct from the place of origin or manufacture to the pre¬ 
mises of the purchaser. 

Some commodities can be turned out of such a uniform 
quality, and their grades can be described with such 
precision, that samples may not be necessary. Cotton or 
steel, for example, can be accurately classified over many 
degrees of quality, and the buyer does not need to handle 
even the smallest amount. Reference to the identifying 
number or index of the grade offered or required is a 
sufficient basis for transacting business. 

So far the buyers and sellers have been coming in person 
to the market, even though they have got beyond the 
stage of handling there the goods they deal in. But with 
the advent of modem means of communication, particu¬ 
larly the telephone, their physical presence becomes less 
necessary. There is, it is true, a growing number of 
specialized exchanges, but the need for personal contact 
between the respective parties is now not so pronounced. 
The market, though nominally .confined to a particular 
place, may have a national and even international impor¬ 
tance. A commodity like money, which, in the form of 
credits, can be transmitted quickly and cheaply from 
one part of the globe to another, has ceased to have a 
local market in the strict sense of the term, and the 
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net rate of interest tends to uniformity throu^out the 
world. 


Conditions of a Good Market 

A perfect market is as rare as perfect competition. 
Some commodities permit of an easy adjustment of supply 
to demand, and are said to possess a good market. Both 
sellers and buyers are well informed of the conditions, and 
are able at short notice to adapt themselves to circum¬ 
stances as they arise. But few markets approach the ideal 
of instantaneous and uniform price-fixing. Under con¬ 
ditions of perfect competition there cannot be more than 
one price at a time for a commodity of given specifications, 
but it frequently happens that, owing to immobility or 
ignorance or similar reasons, an automatic adjustment is 
not possible. 

Communication and transport are factors of the first 
importance in modern markets. The more readily dis¬ 
tricts and countries are brought into touch with each 
other, and the facilities of conveying their products are 
developed, the wider and more effective does the market 
become. The introduction of the railway' led to the 
supersession of small local markets by large national 
exchanges. The steamship rendered world wheat and 
cotton markets possible. The telegraph and telephone 
made the money market truly international. Also, inno¬ 
vations in the art of preservation have made it possible 
for ordinary perishable commodities to travel great dis¬ 
tances and be held in store for considerable periods. The 
refrigerating and canning processes, for example, have 
enormously extended the market for foreign meat and 
other edibles. 

The cost of transport must, of course, be considered in 
relation to the value and bulk of the commodity. The 
woild-wide market possessed by gold is partly attributable 
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to the lax^e yalue that is compressed into little space, 
and the cost of transmitting it from one country to another 
is very small. Compare this with the cost of sending coal. 
One reason for the intense localization of industries in the 
North and the Midlands was the desire to have the plac^ 
of manufacture on or near the coalfields. It was cheaper 
to bring the raw materials to the coal than the coal to the 
raw materials. Now that the reliance upon coal is not so 
great as it used to be, and certain counter-forces have come 
into operation, a tendency to de-localization, as we have 
previously explained, is now in evidence. 

On the side of supply, then, a commodity, in order to 
have a wide market, must be portable, have a high value 
relative to its bulk, be comparatively durable or capable 
of being rendered so, and permit of exact estimation and 
description. On the other side, there must be a large and 
regular demand. A commodity which is subject to the 
whims of passing fancy is unlikely to be turned out in 
such large quantities and be provided with such an 
adequate marketing organization as one which is in uni¬ 
versal and regular demand. 

Market Prices and Speculation 

In any survey of actual market conditions reference 
must be made to the middlemen who buy only to sell 
again, and, while selling, are already contemplating the 
replenishment of their stocks. These intermediaries are 
now a common feature of our commercial organization, 
and range from the humble small shopkeeper at the one 
extreme to the manipulator of world supplies at the other. 
They all, in some degree or another, participate in the 
risks of business, relieving the actual grower or manu¬ 
facturer of some of the responsibility of finding a customer 
for his goods. In all their undertakings there is an element 
of speculation. 
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Usually, however, speculation is taken to refer to the 
activities of those men who buy and sell on the stock and 
produce exchanges, who, as often as not, contract to deal 
in goods for future delivery. True speculation can be 
shown to have some economic justification. Market prices 
may vary from day to day, and even from hour to hour. 
But if it were not for the operations of skilled professional 
speculators, the fluctuations in prices might be still more 
considerable. 

The specialist in a particular market makes it his 
business to know all conditions affecting it, and to forecast 
the probable trend of prices. He buys in those quarters 
where the price, in his opinion, is lower than the prevailing 
or impending conditions warrant. He sells where the 
price is higher. There are many others like him, aU eagerly 
searching for the most advantageous purchase or sale. 
Should the price drop in one part of the market, the 
dealers are quick to acquire the stocks. Should it rise in 
another part, they are equally prompt in offering to sell. 
The net result of all these operations, provided that they 
are in the hands of skflled dealers and are not carried to 
excess, is to smooth out variations in the price. 

Speculation and Price Fluctuations 

Speculative dealings may lessen price variations, not 
only from place to place at a given time, but also over a 
long period. Suppose that a trader, who is conversant 
with the market in which he has specialized and is com¬ 
petent to predict with reasonable accuracy the probable 
trend of prices, anticipates that in six months’ time sup¬ 
plies win be short and prices appreciably higher than the 
prevailing level. He enters into a contract with the grower 
or manufacturer to purchase a quantity of goods at the 
future date at a price which he expects to be lower than 
the market value at that particular time. The seller is 
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guaranteed a definite price for his output, and is able to 
go ahead with production free from all anxiety. It is 
unlikely, however, that the dealer will be alone in fore¬ 
seeing a rise in prices. Other traders are quick to grasp 
the situation and place orders at current prices for future 
delivery. The increased demand by these middlemen 
naturally causes prices to rise to some extent almost 
immediately. The result is two-fold. On the one hand, 
consumers are likely to restrict their purchases, unless 
they, too, anticipate a further rise and place their orders in 
advance. Sooner or later, however, the total demand is 
almost bound to fall off, with the result that, from the 
side of consumption, the tendency to a considerable rise 
in prices is checked. On the other hand, producers look 
ahead and are encouraged by the prospective increase in 
prices to extend the scale of their activities and to place 
larger supplies on the market. Thus, on the side of sup¬ 
ply also, forces are set in motion which eventually serve 
to keep prices nearer to the original level. As time goes 
on, prices may rise appreciably, but the combination of 
all the circumstances of demand and supply may have 
the effect of preventing such a marked increase as the 
speculators had at first anticipated. Owing to lessened 
consumption and increased production, stocks are not so 
depleted as was expected and price fluctuations are not 
so great. Dealers who were first in the field, and bought 
for future delivery at the lowest prices, make the largest 
profit. Those who followed on later may make no profit 
at all, and even suffer a heavy loss. 

To turn to the opposite form of speculative transaction, 
suppose now that the dealer expects such large supplies 
to be placed upon the market at a future time that prices 
are likely to fail. The order of events becomes the reverse 
of that noted above. The dealer endeavours to get rid of 
his stocks immediately. So do all the other traders who 
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foresee the impending drop in prices. The result is to 
cause an immediate reduction in prices, not so consider¬ 
able as was anticipated at the future date, but sufficient 
•to set up reactions in the forces of demand and supply. 
The fall in prices stimulates consumption and discourages 
production. In consequence stocks are exhausted more 
quickly than was anticipated, and prices in the future 
therefore are not so low as was at first predicted. 

Many speculative transactions are, of course, much 
more complicated than those which we have described. 
For instance, dealers may contract to sell goods which 
they do not yet possess—^which may not as yet be in 
existence. They conduct their business on the assumption 
that, between the date of the agreement and that of 
delivery, prices will have fallen sufficiently to yield a profit 
on the deal. Conversely, they may contract to buy goods 
which have still to be produced in the hope of re-seUmg 
them at a higher price level. Such transactions, provided 
that they are carried out by skilled operators who know 
their markets, can be advantageous in so far as they 
smooth out fluctuations in the prices of particular goods. 
They cannot altogether prevent variations, for there are 
many other circumstances affecting market values, but they 
may contribute to bring about a certain degree of stability. 

Defects of Speculation 

If nothing but these results accrued from speculation, 
there would be no justification for the disrepute that 
attaches to the practice. In actual fact the term covers a 
wide number of activities, ranging from genuine and 
beneficial enterprise at the one extreme to sheer gambling 
at the other. The success of a skilled operator in the 
market tempts others to foUow his lead, but, unless they 
possess similar knowledge and intuition, they are more 
liable to lose than to gain. If they alone were the sufferers, 
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the rest of the world could afford to look on with equani¬ 
mity, but in practice a few serious failures often rever¬ 
berate throughout the business community, causing 
difficulty in distant and unexpected quarters. Dealers 
who have contracted with manufacturers for the produc¬ 
tion of a large quantity of goods may find themselves 
unable to meet their commitments when the date for 
payment arrives. In the attempt to raise ready cash, 
the goods may be thrown on an already sluggish market 
and prices collapse, bringing ruin, perhaps, to numerous 
other businesses that have played no part in the specula¬ 
tive ventures. 

The presence of amateur speculators serves to make the 
situation even worse. If the cleverest of dealers are apt 
to make mistakes, the chances of outsiders making con¬ 
tinued large profits are very remote. For a time, it is true, 
they may do well, but their success may lead them and 
others to plunge even more deeply. In the end the 
majority of these speculators may find that they have 
lost their money, and have upset the delicate adjustment 
of the commercial organization into the bargain. 

It is the interdependence of the modem economic world 
that makes injudicious speculation so dangerous. Even 
where acute competition prevails, there is a certain unity 
in the common desire for trade ?-^'»bility. An ever-increas¬ 
ing proportion of the world's goods is being turned out in 
anticipation of demand. This practice is beneficial to all 
classes of the community in that it keeps up an even flow 
of production and regularizes employment. But it is 
beneficial only so long as economic conditions are com- , 
paratively stable. Genuine speculation, as we have shown, 
tends to promote this weE-ordered adjustment of demand 
and supply over a long period, but dealings based on 
faiEty anticipation of market conditions may work havoc. 
Stocks may be produced considerably in excess of actual 
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requirements. Plant may be extended and then have to 
be idle for months or years. To the loss of all the labour 
and capita that have gone into the production of these 
things has to be added the still more serious waste en¬ 
tailed by subsequent unemployment and its cumulative 
effects. 
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MONOPOLY PRICE AND DEMAND 

There is no fundamental difference between the principles governing 
price under competition and monopoly respectively. The power of 
the monopolist is limited to some extent by the elasticity of the 
demand for his goods, and in practice he does not always charge 
that price which, in theory, would yield him the maximum net 
revenue. He has the advantage of being able to discriminate in his 
charges as between different places, different demands, and different 
times. 


Competition and Monopoly 

Until now, in our discussions on value, we have been 
assuming that exchange takes place under strictly com-* 
petitive conditions. In practice, however, as we have 
already intimated, perfect competition is very rarely 
attained. On the side of supply, there is frequently great 
ignorance among producers of their rivals’ activities. 
There is a certain immobility of labour, and, to a smaller 
extent, of the other agents of production. The growing 
necessity, in many industries, of a large and expensive 
plant tends to restrict the entrance of new rivals and thus 
to weaken the force of competition. Also, on the side of 
demand, purchasers are not always so well informed as 
they might be, while their orders are to some extent 
influenced by custom and habit. These and many other 
circumstances often prevent the perfect adjustment 
between supply and demand that abstract reasoning 
suggests. 

When we describe an actual system as competitive, we 
refer merely to its dominant characteristics, and do not 
imply that it is free from disturbing and frictional influ¬ 
ences. Similarly, when we refer to an organization as 
monopolistic, we do not necessarily envisage a complete 



194 ECONOMICS OF THE INDUSTRIAL SYSTEM 

% 

control over supply or demand to the exclusion of all 
competitive forces. Perfect monopoly is as seldom en¬ 
countered as perfect competition. To designate the whole 
of the economic activities of a nation as competitive or 
monopolistic is liable to be very misleading. Even in the 
last century, which is supposed to have been the heyday 
of individualism and free enterprise, associations and 
combinations were by no means unknown, nor would 
any, except the extremists of the individualist school, 
have denied that, in certain departments of economic 
activity, some degree of unified control was indispensable. 

Just as there is no definite division between the systems 
of competition and monopoly, so there is no essential 
difference between the principles determining price under 
the respective systems. In dealing with monopoly price 
we place more emphasis upon some factors and less on 
others, but the fundamental forces are the same. The 
principles of value have so far been considered in relation 
to competition, because it was under these conditions that 
they could, to begin with, be best formulated and under¬ 
stood, but they can be applied, with only minor modifica¬ 
tions, to conditions of monopoly. 

Monopoly Net Revenue 

Whereas the competitive trader has the price deter¬ 
mined for him by the interplay of supply and demand, the 
monopolist has a more direct voice in fixing the price of his 
goods. This does not mean, of course, that he charges the 
highest possible amount, for the demand at that figure may 
be so small as to cause a serious shrinkage in his profits. 
He endeavours to fix the price at such a point at which, 
having regard to the demand and his costs, he secures the 
maximum net revenue. To charge a higher or a lower 
price would in either case reduce his profit. 

In practice, however, the monopolist does not always 
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fix his price at this point. In the first place, he may be 
ignorant of the particular price which would work out to, 
his greatest advantage. At the outset of his monopolistic 
policy he has to decide, more or less arbitrarily, what the' 
price is going to be. The minimum is set by his cost df 
production, including a return for wages of management, 
but he is at greater liberty than competitive producers to 
settle the price appreciably above the unit cost. Once he 
has fixed upon a price, and has entered into business 
undertakings on that basis, there is a tendency for him 
to adhere to that figure, especially if it works out greatly 
to his profit. He may ponder over the possibility of raising 
or reducing the price, but great uncertainty attaches to 
either alternative. To raise the price might cause such a 
falling-ofi in sales, not to mention the likely difficulty 
with his customers, that he decides against the project. 
To reduce the price, he imagines, might not greatly 
stimulate the demand, and then it would be an irksome 
task to restore the price to its former position. And yet 
it might be that one or other of the alternatives would, 
if carried out, increase the profits of the monopolist. 
But, in the absence of full knowledge of the elasticity of 
demand, and since in most branches of business it is im¬ 
practicable to experiment with a number of prices imtil 
the most remunerative figure has been ascertained, there 
is always the possibility that the actual and the most 
advantageous monopoly prices do not coincide. 

Secondly, the price under monopoly conditions tends 
frequently to be expressed in "round numbers," although 
it is possible that a fraction above or below would result 
in a greater profit. This applies more to retail than to 
wholesale trade. The wholesaler is accustomed to dealing 
in fractional values, and prices are, in fact, more imme¬ 
diately responsive to changed conditions in supply and 
demand. In retail trade, prices are more stable. A slight 
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alteration in manufacturing costs, whether under com¬ 
petition or monopoly, does not necessarily manifest itself 
in an increased or diminished price to the purchaser. 
Custom, too, plays an important part. A new novel sells 
at the usual price of 7s. 6d., although 7s. or 8s. might, in 
fact, be found more profitable. The publishers, who hold 
the monopoly, fall in with the customary practice. 
Whether the work is written by an author of repute, and 
is likely to sell in tens of thousands, or comes from the pen 
of an unknown writer, who will be fortunate if as many 
hundreds are sold, the monopoly price wUl, for the time 
being at any rate, be the same for both. 

Conditional Monopolies 

Thirdly, as we pointed out when describing this form 
of organization, a monopohst may deliberately choose to 
ask a lower price than that which the circumstances of 
the moment warrant. Though he may, from a sense of 
public duty, decide upon a modest figure in order to give 
a wider section of the public the benefit of his products 
or services, instances of this kind are not numerous. More 
frequently the monopolist who adopts this policy does so 
because of latent competition that is liable to spring to 
life if the price is raised. He may hold his position only 
because of superior methods or other advantages, which 
enable him to undersell all his would-be rivals. To in¬ 
crease his charges is but to invite competition. The 
position depends partly upon the character of the industry. 
If it is one that requires a heavy initial outlay of capital, 
rivals will not be too eager to enter the field, particularly 
if the monopolist is liable to drop his prices again under 
the altered conditions. If, on the other hand, production 
can be begun with but a moderate outlay, competition can 
more readily become effective, and therefore the mono¬ 
polist is not likely to experiment with higher prices. 
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Further, even ii the monopolist does not fear the «itry 
of rival firms, he has to take into account the possibility of 
a substitute for his product. A substitute may not serve 
a particular purpose as efficiently as the monopolized 
commodity, but, if its price is much lower, this advantage 
may discount its inferiority in use, and attract a consid¬ 
erable number of buyers. The number of articles that 
are in wide and necessary demand, and are immune from 
the competition of substitutes, is very limited. Radium, 
for example, possesses imique properties, and the mono¬ 
polists who control the world’s output can, for the present, 
afford to ignore the use of substitutes. But fortunately 
this form of monopoly is very rare. 

Thus, the prices that the above forms of monopoly 
charge are conditional upon circumstances over which the 
sellers have no complete control. Their powers are limited 
to a greater extent than is sometimes supposed. Another 
form of monopoly, one in which the price-fixing powers are 
still more curtailed, is exemplified by the railways and 
public utility undertakings. The maximum charges of such 
concerns are rigidly controlled by the public authority. 
Competition in such services—^for instance, in the supply 
of water—^would be altogether wasteful. As a condition 
of the monopoly rights granted to the companies, the 
public authority is vested with the power of supervising 
the charges that are made for the services. 

Price Discrimination 

The argument so far has proceeded on the assumption 
that the monopolist charges a uniform price for his goods. 
One of the important differences, however, between com¬ 
petitive and monopoly conditions is that the monoptdist 
can, to a larger extent, discriminate in his charges accord¬ 
ing to the market in which he is selling. In one quarter, 
the demand for his goods may be fairly inelastic; in 
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another, elastic. Under competition the same price is 
likely to rule in both quarters, but under monopoly the 
prices can, with certain limits, be adjusted to the demand 
of the respective consumers. 

Price discrimination by monopolies can take several 
forms. The best known is the charging of different prices 
in different areas. Provided that the areas are sufficiently 
large, the possibility of re-sale by the favoured customers 
is not serious, especially if the differences in the prices are 
inconsiderable. A country may be divided into selling 
zones, each district having a uniform rate of charge. 
More effective, and permitting of a much greater variation 
in prices, is the splitting-up of a world market into national 
zones. A producer may have a monopoly at home, but 
have to face competition abroad, and therefore may chEirge 
customers in his own country higher prices than he quotes 
to foreign buyers. He is especially likely to adopt this 
policy if he wishes to enjoy all the economies of large-scale 
production, yet finds that the output on this scale is more 
than sufficient to provide for the home market at the 
most advantageous price. He may sell the balance of the 
goods abroad at any price he can get—slower perhaps than 
what the unit cost would be if he were manufacturing in 
smaller quantities, and lower than the cost in the foreign 
country. Hence the practice of “dumping,” to which 
further reference is made below. 

Secondly, the monopolist may discriminate between 
different types of demand in the same place. It is not an 
easy matter to differentiate between one individual con¬ 
sumer and another, but it is quite practicable to do so 
between one kind of demand and another. Thus an elec¬ 
tricity supply monopoly charges the householder a higher 
rate than the factory owner and provides differential 
rates for the householder according to whether he uses 
the supply for heating and cooking, or for ordinary lighting. 
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A third form of price (hsoiminatioii takes place over 
a period of time. A monopolist may begin by charging 
comparatively low prices. The motive may be eithra* to 
make sure that competition is thoroughly removed, or to 
get the consumer habituated to the use of the product. 
Perhaps the customer has to incur some initial expense 
before he can utilize the product, and it is not to the 
advantage of the monopolist to charge high prices right 
away. For instance, before a person can become a 
customer of an electricity supply company he has to go to 
the expense of installing the necessary cables and equip¬ 
ment. But, once he has been persuaded to incur the cost, 
the company can raise its charges for electricity, know¬ 
ing that he will be unlikely to give up his custom. 

It may be, on the contrary, that a monopoly starts ofi 
with a high price, and then successively drops to lower 
prices. The object may be to tap the different layers of 
demand in such a way and at such times as to secure the 
greatest profit. We mentioned above that a newly 
published novel sells at ys. 6d., although this sum does not 
necessarily bear any exact relation to its cost of produc¬ 
tion. After a time, however, when most of the readers 
who are likely to pay this price have purchased copies, the 
book may be issued in slightly inferior binding and paper 
for less than half the original price, and eventually it may 
sell for an even smaller sum. At each stage a new level 
of demand is reached. This pohcy is often found more 
remunerative than that of selling at a constant figure 
from the start. 

There is, finally, the form of monopoly price-fixing, 
which is the exact converse of the methods that we have 
been describing. A concern that has complete control 
over supply may have a flat rate of charge for its services, 
although, if these were provided on a competitive basis, 
they would be priced at considerably different levels. 
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The Post Office, for example, charges the same rate for 
carrying a letter or parcel, whether it is taken a hundred 
yards or a hundred miles. This method of price-fixing 
dep)ends for its success on complete monopoly. Com¬ 
petition, even in the remotest quarters, might necessitate 
differential charges to meet the special or local circum¬ 
stances, and ultimately lead to the abandonment of the 
flat-rate principle. 



SECTION 25 

' MONOPOLY PRICE AND SUPPLY 

The price policy of the monopolist is influenced to some extent by the 
nature of his unit costs. Under conditions of diminishing costs and 
elastic demand, the price is likely to be low, but under &ose of in¬ 
creasing costs and inelastic demand the price is liable to be high. 
The railway services furnish good examples of price-fixing under 
conditions that are partly monopolistic and partly competitive. 

Monopoly and Unit Costs 

The relationship between costs and monopoly price may 
be examined under four chief heads: {a) where the costs 
are negligible, possibly nil; (&) where the costs are a con¬ 
stant amount; (c) where the costs diminish as output 
increases; and {d) where the costs increase as output 
increases. Under each head the question turns further on 
the elasticity of the demand. 

Consider first the position where the cost of production 
is so small that it can, for practical purposes, be ignored. 
A man may accidentally discover a number of unique 
treasures, for which, let us suppose, there is a certain, 
though by no means widespread, demand. To throw the 
whole of the find on the market would undoubtedly result 
in a lower price per article than to offer for sale only a 
portion of the stock. The task of the seller is to determine, 
if possible, whether the whole of the stock at a smaller 
price per unit would yield a greater profit than a part of 
the stock at a higher price per unit. The finder might 
conceivably destroy or, at any rate, stow away a con¬ 
siderable proportion of the goods in order to obtain high 
prices for the remainder. Destruction of stocks is not 
unknown even under competitive conditions; it is stiU less 
uncommon under monopoly. What now concerns us, 
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however, is the fact that, under these conditions, there is 
no question of cost affecting the most remunerative price. 

Consider now the much more likely circumstances in 
which the supply does not originate in the manner of 
treasure trove, but entails some outlay on labour, capital 
and other requirements. The task of the seller is to 
estimate the price, and the attendant amount of busi¬ 
ness, that will leave the largest balance after expenses 
have been met. If the unit costs remain constant, irre¬ 
spective of the volume of production, the price-deter¬ 
mining conditions are the same as those which we des¬ 
cribed in the previous section. The governing factor is 
the elasticity of the demand. The fact that the production 
of the goods involves some effort and sacrifice will cause 
the supply to be more carefully controlled from the outset 
than is likely where the costs are very small. Destruction 
of stocks, rare though it is in circumstances of negligible 
costs, will be even rarer when production involves mate¬ 
rial expense. 

Variable Costs and Monopolist Policy 

Suppose, however, that, as is much more probable, unit 
costs vary with output. Diminishing costs, being the 
most common, may be considered first. Though the 
monopolist is naturally anxious to obtain such economies 
as are practicable from production on a large scale, he 
has to keep his eye all the time on the demand, and to 
aim at that volume of output which, having regard to all 
circumstances, 5delds him the greatest revenue. A small 
increase in his output beyond a given amount may result 
in a greater fall in price than in unit costs. Or, on the 
other hand, a slight drop in price may be more than 
compensated by a resultant reduction in production 
costs. 

Where the demand is very elastic, the monopolist may 



MONOPOLY PRICE AND SUPPLY 


203 


find it advantageous to charge a low price for his goods— 
as low perhap® as would prevail if competition were the 
rule. Indeed it is possible that the price would be even 
lower than under competition, for the monopolist has 
advantages of co-ordinated production and large-scale 
organization that could not be enjoyed in the same degree 
by a number of smaller firms. The price under these 
conditions depends very largely upon the responsiveness 
of the demand to a moderate scale of charges. Where, 
however, the demand is fairly inelastic the monopolist, 
notwithstanding the gains to be obtained from pro¬ 
duction on a large scale, may prefer to sacrifice the econ¬ 
omies and recoup himself by charging high prices to the 
consumers. 

Or, if his products have a foreign market as well, he may 
attempt to secure the double advantage of producing in 
large quantities at a low unit cost, but selling only a por¬ 
tion at home at a high price, and disposing of the surplus 
abroad at whatever prices are obtainable. The firm that 
has a monopoly at home may have to face severe com¬ 
petition in the world market, and therefore have to adjust 
its prices accordingly. The practice of a monopoly charg¬ 
ing its foreign customers less than its home customers, 
in spite of the greater transport costs involved, is by no 
means uncommon. The policy causes resentment, not only 
among the home consumers, but also among the producers 
in the foreign country, who complain against what they 
deem to be unfair competition. Many firms, however, 
that enjoy a monopoly in the home market have such 
large sales in the competitive market abroad that they are 
xmlikely to regard their foreign customers merely as con¬ 
veniences in taking the "surplus” stocks, at sacrifice 
prices, off their hands. Such a policy would hardly be to 
their permanent advantage. 

Finally, there are the conditions under which the goods 
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are, after a certain point, produced at increasing costs. 
The monopolist who has reached this stage is naturally not 
anxious to extend his production further unless the market 
conditions specially warrant such a decision. Again the 
determining factor is the elasticity of demand. Should 
the demand be very sensitive to reductions in price, the 
monopolist, once the point of least unit cost had been 
passed, would have to estimate whether increased sales at 
lower prices and higher costs would 5ueld a greater or a 
smaller net revenue than diminished sales at higher 
prices and lower costs. If a change were to be made, 
there would be a greater likelihood of the price being 
raised than diminished. Should the demand be inelastic, 
the chances of the price being kept high would be even 
stronger. A comparatively small output would suit this 
monopolist’s purposes admirably, for his unit costs would 
be kept low while the selling price was maintained at a 
high level. If the article were one that the community 
urgently required, the position would become very serious, 
and call for control would become insistent. 

A Practical Illustration of Monopoly 
Price-Fixing 

Before bringing the account of price-determination to a 
close, we may illustrate the chief tendencies that have been 
described by reference to the transport industries, the rail¬ 
ways in particular, in which the element of monopoly is 
very strong, though far from complete. Any other group 
of industries could be chosen for our purposes, but the 
factors helping to fix railway rates will serve to exemplify 
some of the exceedingly complex forces that are encoun¬ 
tered in actual practice. 

The degree of monopoly in railway services is not so 
powerful as it used to be, and, with the growth of road 
transport, important modifications have been rendered 
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necessary in the theory of prices as applied to railway 
charges. The conditions, however, partly monopolistic and 
partly competitive, are still unique in many respects. 

The several types of supply on which we have previously 
commented are all to be found in the railway services. 
G)nveyance is afforded both for passengers and goods, 
and the respective costs cannot, of course, be studied 
apart. Instances of joint supply are to be found in all 
directions. In making provision for carrying certain 
types of goods, the railway company almost inevitably 
gives facilities for other kinds of freight. In linking up 
distant places it also connects all the localities on the 
route. It has its own motor-coach and steamship routes, 
not to mention its hotels, refreshment rooms, and num¬ 
erous other services. 

There may be competition with another railway line 
serving a particular area; or it may be with the road 
services or with the waterways, according to the character 
of the things conveyed and to the district covered; or it 
may be with the privately owned means of conveyance, 
particularly the motor-car, the growing use of which 
must have a considerable bearing on the scales of pas¬ 
senger fares. For these and other reasons the demand for 
railway services is not so inelastic as it used to be. 
Further, the principle of diminishing costs, as we have 
previously observed, is of first importance in raUway 
price-fixing. The overhead charges are so considerable, 
and bear such a large ratio to the total, that special 
additional facilities can be provided at a less than pro¬ 
portionate cost. The comparative elasticity of the de¬ 
mand, coupled with the diminishing ratio of cost, often 
results in rates of charges appreciably below the maximum 
schedules imposed upon the railway companies by the 
public authority. 

In the popular phrase, railways “charge what the traffic 
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will bear.” Owing to the widely different nature of the 
freight, they cannot have a uniform rate of so much per 
hundredweight or per cubic foot. To charge for the car¬ 
riage of silverware and cement on the same unit basis 
would be absurd. Either the fixed rate would be so high 
that the cement manufacturer could not afford to send 
his goods by rail, or it would be so low that the silverware 
manufacturer would escape with a much lighter charge 
than he could really afford to pay. The common-sense 
method is to have differential rates, according to the ability 
to pay of the respective consignors, but for it to be carried 
out successfully monopoly of the whole service is an essen¬ 
tial condition. ^ 
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SECTION 26 

THE VALUE OF MONEY 

Changes in general, as distinct from relative, values are largely bound 
up with changes in the value of money. General prices tend to in¬ 
crease with the amount and efficiency of money in circulation and 
to diminish with the volume of trade. 

Relative and General Values 

The theory of value, as ordinarily stated, is concerned 
with the power of exchange of one commodity for another. 
This power varies with the degree of costs and utilities 
respectively attributed to the commodities in question. 
Thus, for example, a pint of milk is said to have the same 
value as a pound of sugar because their marginal costs and 
utilities, as measured in common terms, are at the same 
level. But, although these relative values may remain 
unaltered for a long time, the prices that have to be paid 
for them may show a marked change. It is a common¬ 
place that prices have fallen considerably in the past 
decade but that relative values have not changed to any¬ 
thing like the same extent. A pound of butter may have 
the same relative value as a pound of tea, though the 
market prices have appreciably declined. If the forces of 
price-fixing were perfectly free, relative values would be 
even less affected, notwithstanding a general drop in 
market prices. Frequently, however, suppliers of certain 
commodities have been able, owing to their advantageous 
bargaining position, to prevent their prices from falling 
at the same rate as the rest. It has, for example, been a 
common complaint that wages in “sheltered” industries 
have not been permitted to fall so as to keep pace with 
the average price level. 

In this section we shall inquire into the reasons for 
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changes in general prices unaccompanied by changes in 
relative values. Price has been defined as the monetary 
expression of value, and it is in the nature and quantity 
of money in circulation in relation to the volume of pro¬ 
duction that the explanation is to be found. 

Money, as commonly understood, fulfils the purposes 
of a standard of value and a means of payment. It is a 
medium in which the values of all other commodities are 
expressed, and which makes direct barter unnecessary. 
Many writers have enlarged on the qualities that a good 
money material must possess: that it must be stable in 
value, that it must have a high utility in small bulk, that 
it must be cognizable, divisible, indestructible, homo¬ 
geneous, and so on. In the days when standard money—^in 
this country, the gold sovereign—was in general use, 
several of the above attributes were more important than 
they are now. It is not of great consequence at the 
present time, when most of us handle token coinage and 
paper currency only, whether the standard material is 
easily recognizable, or whether it conforms to most of the 
other conditions mentioned. What concerns us most is 
whether the unit chosen to measure the values of other 
commodities has a stable value itself or whether, since 
even gold is not free from defect on this score, its supply 
can be so regulated that any tendencies for its value to 
fluctuate can be effectively checked. 

The advantages of steady prices are too well known to 
need lengthy reiteration. When prices are falling they 
benefit those with fixed money incomes, but are harmful 
to manufacturers and others who have to sell at a lower 
level than that prevailing when they bought material and 
engaged labour. Rising prices are prejudicial to those 
whose incomes are fixed, but are a boon to those who sell 
their products at a price level that keeps ahead of their 
costs. The former position tends to restriction of activities 
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and to general, depression; the latter tends to over¬ 
sanguine estimates of the community's needs, to specula¬ 
tion and over-production. It is not denied, of course, that 
in certain circumstances a moderate fall or rise in prices 
may prove to be for the common good, such as, for instance, 
a fall due to technical and administrative economies in 
production, or a rise that acts as a healthy stimulus 
following a period of too low prices. But on the whole 
stability of prices is found to be the most advantageous, 
and a necessary condition, pending the time when it may 
be possible to "manage" the entire currency system, is 
that the medium chosen as the standard should have a 
high constancy of value. 

The Quantity Theory 

Though money is, in a sense, a commodity like any 
other, it has this peculiarity, that the real service that it 
renders does not increase with an addition to money 
supplies nor diminish with a contraction in money sup¬ 
plies. (In speaking of its service we refer, of course, to its 
monetary function, not to the utilities it might be capable 
of providing if the material itself were consumed.) The 
primary function of money is to enable goods to be 
evaluated in common terms and to be exchanged in¬ 
directly for each other. Double the money in the 
possession of an individual and he will consider himself 
twice as well off as before, for he will now be able to 
purchase twice as many commodities as he formerly 
enjoyed. But double the amount of currency in an entire 
community and there will be no increase on that account 
alone in the amoimt of wealth for the benefit of the popula¬ 
tion as a whole. Under the simplest conditions all that 
wiU happen will be a rise in prices to balance the increased 
quantity of money in circulation. People will have twice 
as much money to spend but no more goods to buy. There 
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will be less work, so to speak, for each unit of money to 
perform, and more units than before will have to be 
offered for the now relatively scarce consumable goods. 
Conversely, if an individual’s money supply is reduced 
by a half, he will be to that extent worse off than before, 
but if the total currency in a community is reduced in this 
proportion there will be no necessary contraction in the 
total wealth to be purchased. The citizens will find that 
each unit of money, which is rendered scarce in relation 
to goods, will now buy more. General prices will tend 
to drop following a reduction in the quantity of money, 
just as they will tend to rise following an increase in its 
quantity. 


Paper Money 

This bald statement of the “quantity theory,” however, 
has to be modified in a number of ways before it can be 
accepted as a true statement of the relationship between 
money and prices. “ Money ” is a comprehensive term— 
more so than the authors of the above theory in its crude 
form were apt to realize. A good deal of modem exchange 
is effected by means of paper currency. In so far as the 
notes are simply representative—that js, fully backed by 
coin or bulhon—they do not add to the effective money 
supplies, and have no bearing on the price level. While 
they are functioning as money, the gold (or other metal) 
that they represent is witlilield from circulation, and when 
they are exchanged at the bank for cash they are not 
issued again. But all paper money, of course, is not fully 
representative. Much of it is backed, not by specie, but 
in effect by the credit of the issuing body. Such paper 
money has more or less the same effect on the demand 
for goods, and therefore on general prices, as the other 
notes that are fully backed by coin or bullion. A fidu¬ 
ciary issue, therefore, increases the aggregate volume of 
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purchasing medium and tends to send up the price 
level. 

Fiduciary paper money need not be inconvertible. It 
is well known, that only a certain proportion of notes is 
normally presented for cash at any one time, and that so 
long as the confidence of the public is maintained, only a 
portion of the gold need be kept immediately available 
for this purpose. An issue of fiduciary notes, provided it 
is carefully regulated, need not upset a country’s monetary 
system, though, as we have explained, there will be a 
tendency for the general price level to rise together with 
the increase in the total money supply. But if the proper 
limits are over-reached and the paper money becomes 
inconvertible as well as fiduciary, the credit of the issuing 
body is liable to suffer, and people will be disinclined to 
hold more of this paper money than they actually need. 
Its power of exchange for goods wiU tend to diminish in 
still greater ratio than its own nominal increase, or, in 
other words, there will be a liability for prices to go up 
in much greater proportion than that of the inconvertible 
paper put into circulation. 

Credit and Rapidity of Circulation 

Important as is paper money in our system of exchange, 
the quantity of business transacted by means of cheques 
and similar credit instruments is stiU greater. The use of 
credit does not necessarily swell the total supply of money 
and materially raise prices on that account, for it may 
merely have the effect of postponing the use of standard 
money in paying for goods. Under such conditions there 
is for the time being a greater demand for commodities 
and a tendency for prices to rise, but subsequently the 
credit is in effect replaced by ordinary money, and the 
money so employed reduces the quantity available for 
transacting other business. The tendency in the short run 
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for prices to rise may thus be balanced by that in the long 
run for prices to fall. In this limited sense, therefore, the 
effect of credit on prices is inconsiderable. 

But most credit nowadays does not taho this simple 
form. Nearly aU credit instruments at the present time 
are of such a kind, and the means of settlement are so 
devised, that the need for standard money even in the 
long run is practically dispensed with. Bills of exchange 
pass from hand to hand, and facilitate exchange as effi¬ 
ciently as ordinaiy currency—^and in international deal¬ 
ings even more so. The volume of business carried through 
by means of cheques is now prodigious, and the device of 
clearing houses enables the claims in the banks to be offset 
against each other without resort to ordinary currency. 
The relatively small balances standing to the credit or the 
debit of the clearing banks are dealt with by adjustment 
of the respective accounts at the central bank, and 
thus the need for standard money is even further reduced. 
An ever-growing proportion of the country's business is 
carried out in this fashion, and the formula of the quantity 
theory has necessarily to be so qualified as to allow for 
credit instruments in the amount of effective money in 
circulation. 

A further modification has to be made so as to allow 
for the rapidity with which the units of money, whether 
standard or otherwise, pass from hand to hand. A coin 
that is spent twice in a given period evidently is doing 
twice the work, and will tend to exercise twice the influ¬ 
ence on prices, as a coin which is spent only once. A bill 
or a cheque may go through a number of hands before it 
is finally presented for payment. Money circulates more 
rapidly in an industrial than in an agricultural area. The 
amount of effective purchasing medium is thus deter¬ 
mined, not only by the actual quantity at a particular 
time, but by the frequency with which it is employed. 
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Ott the other hand, a certain amount of currency is hoarded, 
or allowed to lie dormant for considerable periods, and to 
that extent ceases to be effective money and diminishes 
the amount in circulation. 

Volume of Trade and Demand for Money 

In so far as the goods themselves come into the market 
more than once, a counter-force is set up, and prices may 
show a tendency to fall. It is as true to say that goods buy 
money as to say that money buys goods, and anything 
that increases the effective supply of the one in relation 
to the other necessarily affects the money value. It is not 
customary, however, for ordinary commodities to enter 
into exchange more than once, with the result that 
rapidity of circulation serves to influence prices more from 
the side of money than from that of the goods bought. 

The volume of trade as a whole, however, may so in¬ 
crease, and thus swell the demand for money, that the 
counter-tendency for prices to fall is strengthened. During 
the past hundred years the quantity of effective money 
has grown enormously. Gold mines have been discovered, 
cheques and bank notes have multiplied, while the circula¬ 
tion of money has become more rapid. Had not the 
volume of production kept pace with the supply of money 
(except during the War and post-War period of inflation) 
the level of prices would have been considerably higher 
than it is now. 

But it is, of course, unlikely that the quantity of money 
would have been as large had not the demand for it in¬ 
creased as well. Changes on the one side of the equation 
are largely the outcome of changes on the other. Increases 
in credit, for example, are granted usually in the expecta¬ 
tion that production will be increased, and the price¬ 
raising tendency of the one may be offset by the price¬ 
lowering tendency of the other. New gold supplies come 
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in a different category, for they enter into circulation 
without a corresponding or necessary expansion of goods 
demanded, and, as the experience of the nineteenth cen¬ 
tury amply illustrates, are almost invariably followed by 
upward price movements. Though the supplies of gold 
are constantly increasing in actual amount, the demands 
on them in different countries appear to be growing in 
even greater ratio, and the relative scarcity of gold is 
claimed to be a powerful factor in the marked drop in 
world prices during recent years. 



PART III 


INCOMES FROM LABOUR 
AND PROPERTY 
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SECTION 27 
THE SOCIAL INCOME 

The problem of distribution is in some respects more^ complicated and 
apt to be more controversial than that of production and valuation. 
The subject can be studied both in its functional and in its personal 
aspect. It is necessary, first, to have some knowledge of the total 
value of the social product, and several investigations, ofl&cial and 
private, have been undertaken to that end. It is helpful, too, to 
have particulars of per capita incomes. In computing the social 
income there are several items that cannot be reduced to exact 
money terms, and are liable, therefore, to be omitted. 

The Distribution of Income 

Our inquiries until now have been confined mainly to the 
manner in which goods and services are produced, and to 
the principles governing their valuation for purposes of 
exchange. The investigation, however, is far from com¬ 
plete. The student of affairs wants to know, not merely 
how much is produced by a community, but how it is 
distributed among the different parties who, directly or 
otherwise, have participated in the process. 

A general survey of the industrial and social situation at 
the present time shows that the problem of distribution 
underlies much of the agitation that is going on. This is 
not to suggest, of course, that all is well with production, 
and that there is no cause for criticism on this score. The 
increased interest in industrial organization, rationaliza¬ 
tion and unification is ample evidence of the attention 
that is being given to an improved economy in the indus¬ 
trial structure. But, however much the administration 
and technique of production are advanced, the deeper 
question of distribution still remains. The perpetual dis¬ 
cussions on the subject of wages, dividends, unemploy¬ 
ment, hours of labour, taxation, and so forth all turn 
upon this central problem. 

Distribution did not always occupy the centre of the 
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stage. In the early days of economic activity, when 
division of labour was unknown or m its infancy, the 
apportionment of the product was a comparatively simple 
matter, for, apart from feudal dues and similar obligations, 
the individual producer, working with his own simple 
capital implements, retained the whole of his product for 
his and his family’s use. He employed no hired labour, 
and therefore the question of wages, in the modem sense, 
did not arise. He borrowed no capital, and therefore no 
pa5mient of interest was called for. He cultivated his own 
land, and therefore no rent, as we now know it, had to be 
paid. Profits of enterprise, in the modern sense, were 
practically unknown. It is tme that there were often 
great hardships, and that the total income, such as it 
was, was very unequally distributed. Actually the mass 
of the people were worse off than they are to-day. But 
the economic basis of the stmcture in those days was 
very simple, and the distribution was accordingly of an 
elementary t5q)e. 

In the course of time the economic organization became 
more complex, and the method of distribution more in¬ 
volved. The descendant of the early producer began to 
employ labour, borrow capital, and hire land. As produc¬ 
tion and exchange grew more intricate, the method of 
distribution became more difl&cult and contentious. Goods 
now passed through numerous processes in the course of pro¬ 
duction, and at each stage there arose distinct groups, each 
with its batch of claimants for a share of the proceeds. 

Functional and Personal Distribution 

The conventional and certainly the easiest way of 
dealing with distribution is to treat the subject on par all el 
lines to the study of production. Just as the several 
factors are taken in turn, and their parts in the productive 
process studied, so the rewards that are paid in respect of 
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each of these agents are first separately, and then collec¬ 
tively, considered. Hence it is customary to inquire into 
the wages of labour, the profits of enterprise, the interest of 
capital, and the rent of land. Some writers independently 
classify the portion of the social income that is appro¬ 
priated in the form of taxation by the public authorities. 
While this category is hardly analogous to the others, 
for it is composed of funds that are already covered by 
the previous heads, the presence of taxation cannot be 
ignored, for it exercises a profound influence on the final 
apportionment of income. 

Though the functional treatment of distribution is the 
one usually adopted, the deficiencies of this method should 
not be overlooked. The obvious drawback is that there 
is in practice no clear-cut division of the people into groups 
corresponding to the several factors of production. 
Though the wage-earners as a class are associated with 
labour, they provide in these days of joint-stock organiza¬ 
tion a certain proportion of the capital. A man may draw 
most of his income from capital investments, but per¬ 
sonally furnish labour as well. Similar overlapping is found 
between wages and profits, profits and interest, interest 
and rent, and so on. Doubtless there are numerous people 
who derive their income from aU four sources. Thus the 
personal treatment of distribution, for which there is much 
to be said, cuts across the classification on the functional 
basis. It is, therefore, very difficult to classify the people 
according to income in clear and well-defined categories. 
One can, of course, show that a certain proportion of the 
nation receives a certain percentage of the total income, 
but such ratios are of little help in understanding the 
source and composition of the respective shares. On the 
other hand, to say that a certain percentage is paid out 
annually in dividends or investments cannot be taken to 
mean that a particular social group represents the sole 
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beneficiaries. Both methods have their limitations as well 
as advantages, and to employ one to the exclusion of the 
other is unlikely to yield an accurate analysis of the 
situation. 


The Census of Production 

But, whatever method is adopted, it is essential first 
to get some idea of the aggregate product that is to be 
shared out. For ordinary purposes the national product 
and the national income may be regarded as s5monymous, 
although, as we shall show later, the differences may be 
sufficiently important as to require some modifications. 
The task of estimating the aggregate income of a nation is 
extremely complicated, and there is a certain difference of 
opinion over the proper course to pursue. On the question 
of comparing the incomes at different dates, during which 
price and other changes may have taken place, there is 
even greater diversity of thought. 

Before we deal with the actual methods and difficulties, 
however, we may briefly note the main conclusions that 
emerge-from the official Census of Production. Among the 
information required of producers throughout the country 
are particulars of the gross selling value of each firm’s 
output, and the value of the raw materials consumed, 
from which is obtained the net value added by manufac¬ 
ture in the course of the year. It was ascertained in the 
Census of 1924 that the value of the gross output 
amounted to £3,853*1 millions, which, after making the 
necessary deductions for materials, etc., was reduced to 
£1,697*5 millions. To this amount many additions had 
to be made, such as the value of agricultural, fishery and 
forestry output that was not used as industrial material, 
the value of final consumption goods imported from 
abroad, the cost of transport and trading services, to¬ 
gether with the value, so far as it could be expressed in 
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tenns of money, of the usage of private properties of 
railway and road passenger services, of the services of 
professional workers, e,tc. On the other hand, deductions 
had to be made in respect of exports to foreign countries, 
depreciation, etc. The outcome of the calculation was 
that the total net product of this country in 1924 was 
approximately £3,975 millions, subject to a margin of 
error of not more (probably much less) than 7 per cent 
on either side. 

The outstanding inquiry undertaken by private investi¬ 
gators has been the work of Professor Bowley and Sir 
Josiah Stamp, who have published their calculations and 
findings for the same year. They estimated that the 
income originating in the United Kingdom (not Great 
Britain as in the official Census) amounted in 1924 to 
£4,008 millions. Making the necessary allowances for 
exports and imports, and for internal transfers, on which 
something will be said below, they came to the conclusion 
that the net social income of the country approximated 
to £3,803 millions. Having regard to the difierent scope 
and the different methods of inquiry and calculation, we 
may for our present purposes disregard the difference in 
the final results. 

General prices have, of course, declined considerably 
since 1924, causing a corresponding reduction in the money 
value of the national income. This in itself would be no 
cause for apprehension were it not for the serious con¬ 
traction during the years of depression in the physical 
volume of the wealth produced. 

The Calculation of the Social Income 

It must be realized that the above figures are estimates 
rather than actual measurements, and that some latitude 
must therefore be allowed in applying them. But, quite 
apart from the task of obtaining precise information on 
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every desired point, there are the prehminary questioiis 
of the form ihat the calculation should talie, of what 
ought to be included and of what ought to be excluded. 
The most obvious difi&culty is to avoid double counting. 
There are many kinds of individual income which cancel 
out in the total, and for which the necessary adjustment 
must be made in the computation of the net product. 

Suppose, for example, that a man, earning a net in¬ 
come of £1,500 a year, employs a chauffeur at a wage of 
£150, and makes an allowance of an equal amount to a 
son at college. The income of these three people, if taken 
individually, might be said to be £1,800, but it require 
little proof to show that such a conclusion would be 
fallacious. The son's income is nothing but a transference 
from the father’s, and it would be incorrect therefore to 
add them together. The chauffeur’s income, on the other 
hand, although it comes from the same source, must be 
treated differently, for it is the reward of a specific econ¬ 
omic service that he renders. It cannot be emphasized too 
much that what really matters in computing the net social 
ncome is the value of the actual goods and services pro¬ 
duced during a given period, and not the sums of money 
that pass from hand to hand. It may be true that the 
chauffeur is employed largely for pleasure trips, and that 
the son is taking advantage of the allowance to equip 
himself for useful service in later years. If we were re¬ 
garding the national income from another point of view, 
we should have to take such considerations into account, 
but for purposes of the present calculation they can be 
ignored. The fact that concerns us now is that the em¬ 
ployer, who earns £1,500 a year, and the chauffeur, who 
receives £150 for his labours, produce between them 
£i ,650 worth of goods and services. However reproductive 
the college expenditure might turn out to be at a later 
date, the son makes no addition to the collective product 
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dufing the yeals of training, and therefore his income can¬ 
not properly be included in the estimate for that period. 

The same argument applies to the community as a 
whole with even greater force. A very large proportion of 
individual incomes consist of transferences from one sec¬ 
tion of the people to another, or from the taxpayers in 
general to certain beneficiaries, with no correspondii^ 
economic service during the period directly concerned. 
The payments of interest on the National Debt are the 
Jargest item under this head. To include the dividends 
going to Government stockholders as well as the incomes 
of the taxpayers from which the amounts are drawn would 
be unsound. Otherwise it would mean that, the greater 
our debt obligations, the greater would be our national 
income. The interest is being paid on wealth that has 
been dissipated in the past. Whether the heavy capital 
expenditure was necessary in the economic interests of 
the nation is beside the point. Possibly some would 
maintain that the outlay was indirectly remunerative in 
that we might have been much worse off now if the money 
had not been spent, and that the national income at the 
present time contains, in effect, some portion that is 
traceable to this supposed capital expenditure. But even 
if there were any truth in this contention, it would be 
quite an impossible task to ascertain the return from an 
“investment “ of this character. It is safe to assume that 
the interest and principal payments on the National 
Debt, which is almost entirely attributable to wars, repre¬ 
sent no economic service at the present time and therefore 
should not rank for inclusion in the estimate of net income. 
Payments of this kind coming from abroad should, of 
course, be reckoned, for, although there is no specific 
service to set against them^ as judged from the stand¬ 
point of the nations together, they imdeniably add to the 
income of the recipient country, just as if they were the 
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proceeds of international trade and investment. And, 
conversely, net payments to foreign coimtries should be 
deducted from the gross total. 

The same treatment has to be applied to other internal 
transferences, of which there are several kinds. Public 
pensions, to mention but one type, should not be included 
in the net total, since there are no services during the 
current period to correspond. However deserving the 
beneficiaries may be, they have earned their rights by 
their labours or sacrifices in the past. At the time of. 
receiving their pensions they are contributing no specific 
product, and the pa3mients therefore come from the 
pockets of other people, whose incomes have already 
entered into the calculation. 

We are now in a better position to understand how the 
final estimates of the national product were arrived at. 
To take the findings of Professor Bowley and Sir Josiah 
Stamp, for instance, their calculation proceeded in the 
following manner. First, the income originating in the 
United Kingdom was reckoned to be £4,008 millions. To 
this was added £212 millions in respect of income from 
abroad, and from it was deducted £56 millions in respect 
of home-produced income going abroad. The total gross 
income, therefore, worked out at £4,164 millions. The 
internal transferences, however, on account of debt ser¬ 
vices, amounted to £361 millions, after allowing for which 
the net social income came to £3,803 milhons. This 
amount represented the net total available for distribution 
among the several sections of the commimity. 

Per Capita Product 

Besides the total amount that is available for distribu¬ 
tion in a given year, it is useful also to know any changes 
on a capita basis that may have occurred over a period 
of time. The caution should be borne in mind, however. 
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tha.t the official statistics do not afford an adequate state¬ 
ment of the position, especially when employed for com¬ 
paring one period with another. There are many factors, 
as will become increasingly evident as we proceed, that 
materially affect the wealth and welfare of the nation, 
yet which find no place in the ordinary returns. 

If, for instance, the findings of the Census of Production 
of 1924 are set against those of the similar inquiry of 1907, 
and are adjusted by means of the official index number of 
prices so as to allow for the changes in the pmchasing 
power of money, the results are not very cheering; for 
they would show that, despite the discoveries of new re¬ 
sources and the considerable improvements in the methods 
of production during those seventeen years, the real 
income per head of the population actually declined by 3 
per cent. The Ibsses of the War, it may be admitted, had a 
certain retarding effect, but they were to a large extent 
balanced, in the purely material sense, by the enormous 
technical advances that were made in the War and post¬ 
war years. If it is true that the average real income was 
3 per cent less after the lapse of nearly a generation, there 
is certainly cause for disquietude, particularly when regard 
is paid to the advance made by some of the other nations. 
The official reports of conditions in the United States show 
that between 1909 and 1921 (five years less than the period 
taken for this country) the per capita income, stated in 
terms of the 1913 price level, rose from 312 to 334, i.e. by 
7 per cent. Had the period been the full seventeen years, 
so as to include the three prosperous years following iQ2i, 
there can be no doubt that the percentage of increase 
would have been even greater. The slump at the end of 
the third decade materially checked the rate of American 
progress, but as the depression was world-wide, and not¬ 
ably affected Great Britain, the relative position of the 
United States was, on the whole, apparently maintained. 
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The Limitations of Index Numbers 

In comparing the conditions of different years between 
which an appreciable change has taken place in the level 
of prices, it is desirable that the index number recording 
this change should be scientifically constructed, for other¬ 
wise very misleading conclusions would be drawn. If the 
index number of the later year overstated the rise in prices, 
to set it against the increase in money income would give a 
result that understated what real advance had been made, 
and might, in fact, indicate a net loss. If, on the other 
hand, the index number understated the rise in prices, an 
overstatement of real income in the later year would 
result. 

Some of those who criticize the findings of the Board of 
Trade statistician on the alleged decline in per capita in¬ 
come question the soundness of the index number em¬ 
ployed. The three besit known figures are those of the 
Board of Trade itself, T/he Economist and The Statist. (The 
cost of living index plumber of the Ministry of Labour, 
which is based on re/ail prices, comes in a different cate¬ 
gory.) The Boa^'Cy A Trade and The Economist methods 
of calculation c^^ited the increase in prices between 1907 
and 1924 to b’^/yout 87I per cent, while The Statist put 
it at 74 per cenL Because the third estim"^*-^ aitterea so 
much from the others, the official oiatistician decided to 
ignore it andiproceeded to calculate on a basis of 87I per 
cent price inJhease. It was reckoned that the national 
ingpi^e in 192^ represented £2,100 millions in terms of 
"***^1907 pi^eo, ifiis sum being 7 per cent greater than the 
estimated income for that year. But, since the popula¬ 
tion had grown by about 10 per cent during the seventeen 
years, the average individual income in 1924 worked out 
at 3 per cent less than that in 1907. 

Now, if there is any valid ground for believing that 87^ 
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pet cent was an overstatement of the price increase for 
1924, it would mean that the per capita real income had 
not declined to the extent indicated, and might, in fact, 
have gone up. Suppose, for example, that The Statist 
estimate of 74 per cent increase were approximately true. 
Calculation on the same lines would show that the average 
real income, instead of diminishing, actually increased by 
4I per cent. 

It is not suggested, of course, that the lower estimate of 
the price increase was correct, or even that it was nearer 
the mark than was the higher estimate. It is unfortunate, 
however, that we have not as yet a scientific method of 
calculating price changes that commands general accept¬ 
ance among economists and statisticians. The critics of 
the official estimates submit that certain articles whose 
prices enter into the calculation are given “weights" that 
exceed their relative importance, and that, as the prices of 
these articles had risen since 1907 by more than the aver¬ 
age, the general increase in prices was over-stated, with 
a consequent exaggeration of the decline in the per capita 
real income. 

There is, further, the difficulty of bringing into the esti¬ 
mate such changes as have taken place both in the quality 
and in the character of goods consumed. It is obviously 
insufficient to take note of, say, the change in the price of 
butter, without paying some regard to possible changes 
in quality. The respective “weights" attached to butter 
and margarine in 1924 should not be the same as those that 
were appropriate to 1907. Also, between the two dates 
new forms of wealth came into general use, while others 
became relatively less important, if they did not actually 
go out of existence. Motor travel, the cinema, artificial 
silk, and a host of other things came to be common items 
in household budgets in 1924. An index number calcul¬ 
ated for that year, but based on commodities that were in 
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use nearly two decades before, could not possibly give a 
correct index of changes in the general standard. 

Uncounted Items of National Income 

If it is so difficult to obtain a satisfactory estimate of 
changes in the average real incomes, the calculation of the 
shares going to the several personal groups at different 
times is even more problematical. In the first place, 
measurements of income as ordinarily understood take 
into account only those things that actually enter into 
exchange, or. failing this, are attributed with a definite, if 
arbitrary, money valuation. .In reality, however, there 
are many forms of income that have no place in the 
ordinary estimates, causing the aggregate social income to 
be appreciably greater than commonly understood. The 
best known and probably the most important item of this 
type is represented by the services of the millions of 
housewives, which, being "freely” given, are not usually 
included in the calculation. The services of housekeepers, 
however, who are remunerated on a measurable basis, are 
taken into accoimt in computing the total. Hence, as 
has often been remarked, if it were the custom for hus¬ 
bands to pay their wives a specific sum per week or month 
for the work they do in running the household, the 
estimate of the national income would thereby be con¬ 
siderably increased, though the real income of the com¬ 
munity would actually be no greater than before. 

We noted in the previous section that, although the 
wages of a chauffeur were paid from the net income 
of his employer, it was permissible to add the two in¬ 
comes together in computing the net total, for the re¬ 
cipients individually rendered services that were measured 
by their separate incomes. But if the employer now de¬ 
cided to drive his own car, the chauffeur would be de¬ 
prived of an income, and the joint money revenue of the 
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two men would be less than before. It is reasonable to 
contend that the services of the employer in driving his 
car come within the same category as the unpaid services 
of the housewife; that the real income is greater than 
the money revenue would indicate. Assuming that the 
employer's money income remains the same as before 
(although it is possible, of course, that devoting time to the 
car causes a certain loss in earnings), we may next imagine 
him spending the money that he used to pay to his 
chauffeur on commodities that he could not previously 
afford. Suppose, for the sake of argument, that the dis¬ 
charged chauffeur (or, for that matter, anybody else who 
was out of work) now found employment in making these 
newly-required goods, and received his old rate of wages. 
A superficial calculation might suggest that, with his 
income now restored to its original level, and with his 
former employer's revenue apparently unchanged, the 
aggregate income was now the same as before. But in 
reality the total income would be greater by the amount 
of the new commodities produced in response to the 
released demand. 

These considerations emphasize the point, to which we 
have already referred, that what really counts is not the 
money valuation but the actual goods and services pro¬ 
duced. Unless this is borne in mind, comparisons of the 
incomes of different nations or classes are liable to yield 
false conclusions. For example, a country whose inhabi¬ 
tants are largely engaged in agricxilture may, according to 
the returns, be reckoned to have a lower individual income 
than another country in which the people are engaged to a 
larger extent in manufacture and trade. But, as is well 
kno^vn, the agriculturist can directly consume a greater 
proportion of his own products than can the average 
industrialist. The share which he consume does not 
readily furnish data for the computation of total income. 
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Evoa if account were taken of it, the value would more 
likely approximate to bare production cost than to retail 
price, thus giving an understatement of his total income. 
A small community of self-dependent producers, with 
comparatively little exchange going on among them, 
might have, according to the customary method of calcula¬ 
tion, a low aggregate income, yet enjoy a higher standard 
of living than is found in more populous and industrialized 
areas—^not to mention the possibility of a greater happi¬ 
ness and contentment which defy expression in economic 
formulae. 



SECTION 28 

THE THEORY OF WAGES 


The problem of wages is very wide and complex, involving non¬ 
economic as well as economic considerations. The ordinary prin¬ 
ciples of price-fixing can therefore be only roughly applied. The 
earlier theories of wages can be usefully studied, for re^^ation of 
their defects helps in the understanding of recent attempts at ex¬ 
planation. The subsistence theory, though long since discarded, is 
by no means devoid of significance. The wages fund theory, though 
also rejected, led indirectiiy to the recognition of productivity as a 
chief determining factor. Subsequently it was attempted to show 
that wages tend to approximate to the productivity of the marginal 
worker. Though the marginal theory of wages is far from complete, 
it throws a clear light on important aspects of the problem. 


The Complexity of the Problem 

The scientific study of wages is beset with many difficul¬ 
ties, and it may be admitted at the outset that the 
theorizing on this subject is by no means complete or, in 
its present state, altogether satisfactory. The problem is 
bound to be complex since the “human factor" plays a 
part of such prominence. Theoretically, the determination 
of wages might be regarded as a special application 
of the principles of valuation, but in practice there are 
several qualifying conditions that cannot be ignored. 
Up to a point, the conditions of demand and supply in 
relation to labour fix the value in just the same way as 
do the market conditions of material commodities. Be¬ 
yond that point, however, the parallelism is defective 
because of the presence of certain non-economic con¬ 
siderations. 

Critics occasionally wonder why economic writings 
commonly contain accounts of century-old wages theories, 
though they refer less frequently to discarded doctrines in 
other branches of the science. The reason, in the first 
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place, is that we have not yet reached the stage in the 
analysis of wages principles where we can altogether rej«;t 
the former attempts at explanation, for they may contain 
some elements of truth that no final theory can ignore. 
Secondly, it is helpful to the student to be conversant with 
the views of the early economists, because that knowledge 
may prevent many pitfalls, and enable him to appreciate 
the difficulties of the problem and to exercise a clearer 
judgment on the theory in its present stage of development. 

One of the first things the student who pursues this 
method will learn is that modem economists, as opposed 
to their predecessors, recognize the futility of attempting 
to reduce the theory to a rigid formula. Writers in the 
past endeavoured to find a “law” of wages, which could 
be expressed almost with mathematical exactitude. Most 
present-day economists, while admitting their debt to the 
early exponents, renounce the idea of a single all-complete 
statement of wage-determining factors. And those who 
do attempt to formulate an equation hedge it round with 
so many provisos and qualifications that it becomes noth¬ 
ing more than a rough expression of tendency, much 
removed from a definite statement of governing conditions. 
Even where the numerous influences can be assembled 
into a single statement, it is impossible to relate them to 
each other except in the most general terms. 

Thus, the object of stating the theories of bygone 
economists is not to provide a butt for destructive criticism. 
It is an easy matter to find fault with their views, but we 
should accomplish little if we did no more than that. 
The “relativity” of economic theory must be borne in 
mind. The ideas of Smith, Ricardo, Mill, and Marx may 
not seem true now, but perhaps they had more relevance 
when they were first given expression. The theory that 
finds most acceptance at the present time may, in view 
of a changed economic environment, be considered to be 
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obsolete a generatioii or so hence, Cyrrait theories are 
naturally based, to a greater or less degree, on the assump¬ 
tion of competition and private initiative and enterprise. 
Should the character of the economic system undergo any 
radical change, as is by no means impossible, the assump¬ 
tions on which the existing theories are based would no 
longer be justified, and a new explanation would have to be 
forthcoming. The very nature of wages, as we imderstand 
them, might be altered, while profits, interest and rent, 
where they continued at all, would have a very different 
significance. Whether such a transformation is desirable 
or practicable is, from our point of view, beside the point. 
We are merely drawing attention to the fact that changes 
in the system of distribution have already taken place and 
are liable to occur again as time goes on, and that there¬ 
fore it is futile to hope for a rigid theory that can apply 
under all conditions and at all times. 

The Subsistence Theory 

We showed at an earlier stage that the classical econom- 
mists endeavoured to explain values in terms of cost of 
production. The reward of labour being regarded as a 
particular kind of value, an attempt was made to account 
for its determination in accordance with the general theory. 
The cost of producing labour was held to be the quantity 
of food, clothing and shelter necessary to maintain a 
worker and his family, and the idea arose therefore that 
wages were determined simply by the cost of subsistence. 

To understand why this crude theory received a wide 
acceptance for a time, it is necessary to bear in mind the 
prevaihng views of labour supply, as well as the economic 
conditions that then existed. The Malthusian theory of 
population was widely held. Economists and pohticians 
asserted that wages could not for any lengthy period ex¬ 
ceed the cost of bare subsistence, for, if by any chance the 
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workers' income exceeded this amount, they would bring 
more children into the world, and thus eventually increase 
the supply of labour, with the result that competition for 
emplo3mient would be intensified and wages would come 
down. If, on the contrary, wages fell below subsistence, 
the death rate would increase, fewer children would be 
bom and reared, and the consequent shortage of labour 
would cause wages to rise. Such was the “iron law” of 
early thinkers, who earned for economics the name of the 
“dismal science.” 

It must be admitted that the conditions of the time 
appeared to bear out the conclusions of the economists, 
for the average standard of living in the early years of the 
nineteenth century was very low, and the birth rate cer¬ 
tainly responded, as a rule, to temporary improvements in 
incomes. Even at the present time it is not difficult to 
find large bodies of people whose circumstances appear in 
accordance with the subsistence theory. But it is one 
thing to point to the existing low level of wages, and 
quite another to say that there is a scientific law in 
operatioii which must inexorably bring about that result. 
The poverty that existed a century ago and that which 
still exists can be explained by other forces. The break¬ 
up of the old system of production, the introduction of 
labour-saving machinery unaccompanied by any public 
regulatory policy, the greater bargaining power of the 
emplo5dng classes—^these and many other factors contri¬ 
buted to a low standard of living for the mass of the 
people, independently of the existence of a supposed 
natural law. 

Such force as the theory appeared to possess gradually 
dwindled as economic conditions improved. The Malthu¬ 
sian basis of the argument slowly crambled, for it became 
evident in the course of time that the birth rate did not 
rise and fall with the wage-earners’ income as the early 
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writers maintamed. Indeed it is now common knowledge 
that the birth rate varies as a rule in inverse ratio with 
one's income. Though it is still unfortunately true that 
people with the smallest incomes are often the most im¬ 
provident, and raise families beyond their ability to main¬ 
tain them, the reason is to be sought in ignorance or some 
personal defect rather than in the fulfilment of a supposed 
rule of nature. The most that can be said is that, given 
certain conditions, the subsistence theory affords a partial 
if not complete explanation of the determination of wages. 
But, as social progress makes these conditions increasingly 
rare, the old “iron law” becomes less and less operative. 

Subsistence and the Standard of Life 

In fairness, however, to Ricardo and the other early 
exponents of this theory, it should be realized that 
“subsistence” was not intended by them to mean the 
absolute minimum of necessaries to keep body and soul 
together. Such a belief would command little support even 
in the early nineteenth century, for, low as were the 
worker’s wages, they rarely reached the bedrock minimum 
physically necessary for existence. The economists of the 
time had to admit that “subsistence” must be interpreted 
rather more generously so as to include a certain quantity 
of the minor comforts of life. A person might come to 
consider his pipe or glass of beer to be so essential that he 
would prefer to cut down his other, and perhaps more 
important, expenditure, should his income suffer a reduc¬ 
tion. These commodities may not be entirely necessary 
for life, but habit and custom give .them a firm place in the 
worker’s standard of living. In his negotiations with the 
employer, or in his domestic calculations, he is certain to 
take them into account. Although, as we show later, the 
ultimate governing factor tends to be the worker's pro¬ 
duct rather than his needs, it cannot be denied that the 
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standards to which he is accustomed exercise a comder- 
able effect on his will and ability to produce, and on the 
estimate that he places on his services. 

The early economists recognized the force of habit and 
custom, but in so doing they virtually confessed to a vital 
defect in their theory; for, if the actual wage need not 
coincide with the physical minimum of subsistence, there 
was no longer any absolute governing condition. A rise in 
wages due to fortuitous circumstances might give rise to 
new habits. And these, if they became deeply ingrained, 
might stiffen the resistance of the workers to any sub¬ 
sequent downward movement in their pay. A theory that 
permitted such adjustments would cease, therefore, to 
have the quality of iron that was commonly attributed to 
it, and it would also cease to provide a scientific explana¬ 
tion at all. To say that wages are determined by sub¬ 
sistence, but that the conception of subsistence is liable 
to alter with movements in the wage itself, is but to argue 
in a circle. 

An attempt was made to meet this dif&culty without 
abandoning the principal contention. Ricardo went on to 
submit that, when the nation was making progress, and 
new desires were ever seeking satisfaction, the demand for 
labour would go ahead of the supply, and wages would rise 
in consequence. This would occasion new habits on the 
part of the workers, with a corresponding advance in their 
ideas of the minimum standard. When a boom in trade 
gave place to a depression, the employers would try to 
bring down wages. Sometimes they would succeed, but at 
other times they might find the resistance of the workers 
too strong. If slump and boom regularly alternated, and 
with corresponding intensity, the workers might find their 
general position little altered, but if on balance the 
country made progress, the workers might enjoy steady 
advances in their real wages. That, indeed, was held to be 
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the only way in which the working classes could improve 
their position. 

Such reasoning, it vdll have been noted, departs from the 
rigid statements that were first put forward. The con¬ 
clusions are not so pessimistic, but the theory is halting 
and incomplete. It attempts to explain the wages that 
are paid at any particular time, but it fails to explain 
the change from one time to another. As a “static" 
theory it is not entirely devoid of truth, but as an ex¬ 
planation of tendencies under changing conditions it is 
defective. 

It will have been observed, too, that the reliance upon 
Malthus's doctrine of population becomes less pronounced. 
In its crudest form the subsistence theory assumes an 
automatic reaction of the birth rate to changes in wages. 
As subsequently enunciated, it permits of a certain im¬ 
provement in the real standard without the increase in the 
size of the family that was formerly considered inevitable. 
Acceptance of the fact that a working man would gradu¬ 
ally broaden his estimate of the minimum standard was a 
virtual repudiation of the former idea that any surplus 
over bare physical needs must inevitably result in a larger 
family. We know now that this idea is far from the truth, 
but realization was dawning even among those who were 
attempting to bolster up the decaying theory. 

The Notion of a Wages Fund 

The subsistence theory was revived at a later date by 
socialist writers, who put it forward, in a modified form, 
as a statement of inevitable wagqs conditions in a capita¬ 
list society. But in the meantime it was blended with, and 
gradually gave first place to, the "wages fund” theory 
which for some decades dominated orthodox economic 
thought on this question. The new doctrine was stated to 
be but an application of the general laws of supply and 
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demand. Tlie supply was said to consist of the number of 
workers of all kinds. The demand was stated to be the 
volume of capital that had been accumulated to provide 
their remuneration in advance of the sale of the product. 
This fimd was supposed to be fairly inelastic in amount, 
capable of increase only with a general advance in the 
income of the entire nation. 

The lingering influence of the older economic teaching 
is observed in the working out of the wages fund doctrine. 
If a group of workers contrived to increase their wages, 
the improvement, so ran the argument, would be at the 
expense of all other workers, who would now have to be 
content with a diminished portion of the aggregate fund. 
The advance in the real standard, however, even of a few, 
would be but short-lived, for it was commonly assumed 
that an addition to income would result in larger families, 
leading to an increase in the demand for employment and 
a consequent fall in wages. There would now be more 
mouths to feed, taking the working classes as a whole, and 
a drop in the average rate of wages would be bound to 
ensue. If it fell below subsistence the mortality rate 
would rise, and eventually, with the diminished supply of 
labour, wages would rise again. 

Suppose, however, that the workers secured an increase 
in such a way that it came, not from the incomes of their 
fellows, but from the shares of the employing and capitalist 
classes. The conclusions of the theorists would be no less 
gloomy. First, there would be the increase in the birth 
rate, as predicted by the Malthusians, culminating in an 
increased demand for employment and a fall in wages. 
Secondly, the encroachment on the reward of capital 
would restrict the supply of that necessary factor of pro¬ 
duction ; and with its contraction the capacity to employ 
would be diminished, thus accentuating the tendency for 
wages to fall. 
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The wages fund theory exercised great influence on 
labour policy in the mid-nineteenth century. Politicians 
who sought for an excuse for non-intervention by the 
State in wages disputes interpreted the current doctrine to 
suit their own purposes. It was futile, they argued, to 
legislate for a minimum wage since the benefit given to one 
section of the workers would only be at the expense of the 
remainder. The attitude to trade unionism was strongly 
biased by the prevailing notion. A powerful trade union 
might secure a higher wage for its members, but since, 
according to the theory, the advance would be paid for, 
not by the employers, but by the workers as a whole, 
there was little justification, on general social grounds, 
for this type of organization and activity. Many of the 
trade union members themselves were imbued with the 
same notion, and pursued a cautious policy in conse¬ 
quence. The absence of aggressiveness in the labour move¬ 
ment in the ’fifties and 'sixties can be attributed in some 
measure to the wide acceptance of the contemporary econ¬ 
omic teaching. 

Defects of the Fund Theory 

It is not a difficult matter to discover the deficiencies of 
this attempted explanation of wages. In the first place, 
the Malthusian basis of the theory, as we have already 
observed, was recognized to be unsatisfactory. Secondly, 
in regard to the demand for labour, the doctrine failed no 
less to satisfy the critics. What exactly is the nature of the 
supposed capital fimd? How is it predetermined? What 
is its proportion to the total capital? Is it so mobile and 
sensitive as the theory suggests ? These and many other 
questions arose, but remained for the most part un¬ 
answered. The more one attempted to discover and 
measure the alleged fixed fund, the more illusive and 
indeterminate it proved to be. 
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But the outstanding defect of the theory was its failure 
to distinguish between the nominal and the real cost of 
labour. It is commonly understood nowadays that an 
increase in wages may, under certain conditions, be made 
possible, not by diminishing profits or other peoples’ 
wages, but by an improvement in efficiency. If the 
worker previously received insufficient to maintain him¬ 
self in a sound physical state, his output, both in quantity 
and in quality, was almost bound to suffer. An addition 
to his wages would come, up to a point, from his greater 
productiveness. The wages in the past might have been 
so low that the employer did not take great pains to raise 
the output per worker to the maximum. The organization 
in the factory might have been weak; the machinery and 
took not so efiicient as possible. An increase in wage 
rates, whether it came from trade union or government 
action, might act as a stimulus to the employer to re¬ 
organize his concern and to introduce the most up-to-date 
implements. In other words, "the economy of high 
wages," by which it was understood that high wages 
might, in the circumstances mentioned, be more advan¬ 
tageous to the employer than low wages, became recognized, 
and thus another blow was struck at the cheerless doctrine 
of a fixed fund. 

Further, an increase in wages and in productivity would 
naturally swell the aggregate demand for, and the supply 
of, goods, and there would in consequence be a greater 
need of capital, both for wages payment and for the 
necessary plant and equipment. The exponents of the 
fund theory in its original and crudest form would have 
maintained that the supply of capital, being strictly 
limited, would be inadequate to meet the need. But such 
reasoning would carry little weight at the present time, 
for the amount of income set aside as capital is known 
to be far from fixed or predetermined, W capable of 
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considerable elasticity. A general increase in the wealth- 
producing powers of a nation is conducive to a greater 
amount of saving, especially if coupled with a more tempt¬ 
ing rate of interest. 

It may happen that the addition to wages turns out to 
be more apparent than real if the increase is reflected in 
higher prices, and therefore in a reduced purchasing power 
of the workers' money income. It cannot be lightly 
assumed that all wage advances will come out of greater 
productivity, and, where they definitely entail an addition 
to the employer’s costs, the price to the consumer may go 
up in consequence. There is no certainty that prices will 
go up, for it is possible that some of the producing firms, 
either because of superior efficiency, or because of the 
desire to extend their market, will decide to keep to the 
original prices. But, even if all the firms put up their 
charges, that would not necessarily prove that the increase 
in wages was at the expense of the workers as a whole, 
unless the goods were exclusively those used by the work¬ 
ing classes, or utilized by manufacturers in the production 
of such goods. As a large proportion of the country’s 
products is bought by the non-wage-eaming classes, a 
substantial part of the increased wages cost may be trans¬ 
mitted to them, leaving the workers with a net increase in 
their real income. 

Relative Productivity 

If the old wages fund doctrine were applied to condi¬ 
tions in different parts of the world, we might expect to 
find that, in those countries in which capital was relatively 
plentiful, wages would be high, while in other countries 
wages would be low. But there are many " old ” countries 
in which capital supplies are plentiful, yet the workers are 
not on the whole well paid. On the other hand, the aver¬ 
age wage in several “new” countries, that are really short 
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of capital tends to be high. There are certain countries, it 
is true, the conditions in which appear to bear out the 
notion of a fund, but the fact that wages elsewhere move 
in opposite directions demonstrates the limitations of 
the doctrine. In some of the colonies, for instance, labour 
is comparatively scarce, and on that account alone it 
might be highly paid. But, on account of this scarcity, 
employers are encouraged to introduce as much labour¬ 
economizing machinery as possible, so increasing the total 
amount of the product and the corresponding value per 
person employed. 

Is the wages fund theory, then, completely devoid of 
significance ? As a universal explanation of the reward of 
labour its deficiencies are evident, but under certain con¬ 
ditions it bears perhaps an element of truth. It is com¬ 
monly claimed that wages in particular industries are too 
high in relation to those paid elsewhere. These high wages 
have to be paid for by high prices, and therefore the 
demand of the consumers for other goods is reduced, with 
consequent unemployment or wage-cutting in the trades 
so ^ected. Industries that cannot readily pass on the 
costs—such as those which are subject to acute foreign 
competition, or which experience a very elastic demand for 
their products—have often to present to their employees 
the alternatives of low wages or unemployment. There 
is in this argument a certain resemblance to the wages 
fund doctrine in a modified form. 

If our survey of the earher theories of wages has done 
nothing else, it has brought out the fundamental condition, 
productivity, in a satisfactory explanation. The subsis¬ 
tence and the wages fund doctrines both failed because 
they ignored, or under-estimated, the importance of this 
factor. The first theory attempted to explain wages 
chiefly from the side of supply, and naturally failed. The 
second endeavoured to embrace demand as well, but, as we 
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have shown, mere reference to a supposed capital fund as 
comprising the demand for labour was insufficient. 
Though the fund might for practical purposes be regarded 
as fixed at any particular point of time, it was subject to 
alteration from one period to another. Nor was it even 
then the chief deciffing factor, for figuring more pro¬ 
minently in the eye of the employers than the available 
volume of capital was the value of the prospective product. 
If an increase in productivity were likely, the so-called 
fund of capital would soon adapt itself to the new require¬ 
ments, The source of wages would become then a " flow " 
rather than a “ fund.” 

Marginal Productivity 

To sum up so far, the theory of wages has evolved on 
lines parallel to the theory of values in general. The early 
attempts at explaining value placed undue emphasis on 
the side of supply. Cost of production was supposed to 
be the principal, if not the only, determinant. Similarly, 
in the earlier attempts at explaining wages, the subsis¬ 
tence of the labourer, which might be likened to his cost 
of production, was said to fix the amount of his remunera¬ 
tion. The wages fund doctrine which followed, while not 
breaking away from the attachment to subsistence as the 
ultimate deciding factor, left room for the influence on 
the side of demand, and gradually economists attributed 
more and more importance to the output of the worker, 
recognizing the part it played in determining the extent 
of the demand for his services. In the new theory of 
value utility assumed a prominent place. Corresponding 
to utility in the wages theory was productivity. Just as 
the value of a commodity came to be identified with 
marginal utility, so the wages of labour were said to be 
equivalent to marginal productivity. 

The importance of the marginal element in the 
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determination of wages is usually illustrated in the follow¬ 
ing fashion. An employer seeks that combination of labour 
and capital, and of different types of labour and of capital, 
that will yield him the maximum net return. It is in¬ 
sufficient, however, to know (even supposing it were 
definitely ascertainable) how much product he gets from 
the labour as a whole and from the capital as a whole. 
He requires to know how much extra product he will 
obtain from taking an additional employee or using an 
additional unit of capital. In other words, he goes to the 
margin to find out the relative productivities of the 
different factors employed. If he discovers that, with a 
given outlay, he derives a greater yield from a unit of 
labour than from a unit of capital, he will, so far as possible, 
increase his employment of labour relatively to that of 
capital. Conversely, if he finds a given outlay on capital 
more remunerative than the same outlay on labour, he will 
increase the ratio of capital. Under perfect conditions he 
will adjust and re-adjust the proportions until the marginal 
productivities of the factors are identical. According to 
the theory, and assuming frictionless conditions, this con¬ 
vergence must sooner or later be experienced. A superio¬ 
rity in the productivity of one factor over that of another 
cannot continue indefinitely. The value of one agent 
diminishes if it becomes relatively plentiful, and increases 
if it becomes relatively scarce. 

The employer will continue to engage labour so long as 
the value of the product is in excess of, or at least is not 
below, the wage that is paid. He may, of course, cease to 
take on further men well before the stage is reached at 
which the net advantage to him has fallen to nil. On the 
other hand, he may, through faulty judgment, employ 
workers beyond the most economical stage. Assuming, 
however, perfect knowledge and mobility, it can readily be 
demonstrated, on the lines of the general theory of value, 
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that at a certain stage the net additional productivity 
begins to decline, and that the value of the marginal 
product becomes equivalent to the wage. The decline 
can be accounted for in two ways. In the first place, there 
is liable to be a comparative falling-off in the volume of 
output once the point of maximum productivity has been 
passed. Secondly, even if diminishing returns in the 
purely physical sense are not experienced, the additions 
to the supply of the goods are likely to react on the price 
they fetch, and therefore upon the wages that can be paid. 
What counts is not the actual quantity of the product, 
but the value that the market conditions place upon it; 
and physical productivity and the value of the product are 
liable to vary in inverse proportion. 

It follows that the wage, in any given grade, tends to 
approximate to the value of the product of the marginal 
worker, or, more strictly, since the employer has to 
advance the wage and in effect incur a certain interest 
charge, to the discounted value of the marginal product. 
Should it be less than that amount, the employer would, 
under the conditions postulated, engage more men 
until the equilibrium came about. Should it exceed that 
amount, the employer would dismiss the surplus workers. 

The marginal workers, it need hardly be pointed out, 
are in no way inferior to the others in the grade. By 
hypothesis they are all equally efficient and could be inter¬ 
changed witliout any alteration in the amount of the 
product. The inferiority of the marginal employee's 
product arises simply from the order in which he is 
employed. If, for instance, A were the 50th man em¬ 
ployed, and B the looth, and the employer found that it 
just paid to take on the looth man but no more, B would 
be the marginal worker with a productivity less than that 
of A. But it would do equally well to describe B as the 
50th employee, and A as the looth. Having equal 
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productivity capacities, they are paid at the same rate. 
This reasoning is not in the least incompatible with the 
payment of var5dng rates of wages according to individual 
.^yariations in efficiency. It only relates to the remunera¬ 
tion of workers in a given grade between whom there 
is nothing to choose. 

Limitations of the Marginal Productivity Theory 

When the marginal productivity theory was first 
expounded towards the end of the nineteenth century, 
many economists hailed it as the solution for which they 
had long been seeking. Some went so far as to describe it 
as a “natural law,” and were as enthusiastic over the 
new doctrine as their predecessors had been over their 
own. But the usual reaction set in. While the marginal 
theory is on the whole recognized to contain a greater 
degree of truth than the preceding doctrines, economists 
of the present day are far from accepting it as a complete 
statement of all the forces determining wages. 

Criticism is directed, for example, against the notion 
that the product can be divided into minute portions 
according to the contributions of the respective marginal 
units, especially in large-scale undertakings. In a concern 
that has extensive land and buildings, employs numerous 
people of all grades and abilities, acts in association "with 
several other firms in both a lateral and vertical direction, 
and produces a wide variety of commodities, a calculation 
of the exact share of the total product that is attributable 
to each group, and to gradings within the group, is next to 
impossible. 

It should be borne in mind that the marginal product 
itself is a variable quantity, depending on a number of 
conditions that find no place in the crude statement of the 
doctrine. For instance, marginal productivity will vary 
according to the supply of available labour relative to the 
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demand and to the other agents of production. Where 
labour is comparatively plentiful, the productivity of the 
marginal worker will be less than where labour is com¬ 
paratively scarce. In an “old" and thickly populated 
country, workers are obtained more easily than in a 
newly opened country, with the result that the marginal 
productivity and therefore the wage is apt to be lower. 

The "intensity" of the supply, too, will greatly affect 
the marginal productivity. Account has to be taken, not 
only of the number^ of workers available, but also of the 
length of the working day and of the assiduity with which 
the employees perform their duties. Marginal produc¬ 
tivity obviously depends on all these factors, but they in 
turn are to a great extent determined by the wage that is 
paid. It is a matter of common experience that the 
efficiency of a worker is largely governed by the remunera¬ 
tion that he receives, either because of the simple induce¬ 
ment to work harder if a greater reward is forthcoming, 
or because the improved stamina and mentality, that may 
follow an advance in wages, react beneficially upon the 
quantity and quality of the output. Thus we have the 
circular statement that wages depend on marginal 
productivity, but that marginal productivity itself is 
partly determined by wages. It is preferable, therefore, 
not to express the equivalence between wages and mar¬ 
ginal productivity in a rigid formula, making one condi¬ 
tion depend entirely upon another, but rather to indicate 
in general terms a mutual relationship between them. 

Wages are subject to several other special conditions. 
Labour-power, being inseparable from the person him¬ 
self, has to be bought and sold under conditions different 
from those pertaining to ordinary commodities. The 
money wage may not be the only deciding factor, for 
in the aggregate reward are sometimes included various 
amenities and facilities that considerably affect the 
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willingness of the labourer to offer his services. There is 
also the comparative immobility of labour, which has an 
important bearing on wages. Coupled with this is the 
sluggishness in the growth of new supplies, or in the adap¬ 
tation to changed requirements, which prevents the facile 
adjustment of supply to demand that might be expected 
from a simple and unqualified statement of the general 
theory. 

Of special significance in modern times in the determina¬ 
tion of wages is the relative bargaining strength of the 
respective parties. Left to himself, the worker is at a 
grave disadvantage in negotiating with the employer, 
who usually has greater powers of resistance and is not 
under the same dire necessity to buy individual labour- 
power as the worker is to sell it. The respective bargain¬ 
ing strengths of employers and employed must have some 
place in any theory that is to fit in with actual conditions. 
It has been shown that wages tend to equal the value of 
the marginal product. More than this the employer can¬ 
not pay, though he may, in fact, pay considerably less. 
The greater is his bargaining strength compared with that 
of the workers, the less is the likelihood that he will, in 
fact, pay at the maximum rate. It is the function of the 
trade union to increase the negotiating power of the 
workers in order that the maximum rate, or as near to 
it as possible, can be obtained. The extent to which the 
trade unions have been able to influence wages, and the 
alternative policies between which they have had to 
choose, will be considered in the following section. 
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TRADE UNIONISM, WAGES AND 
EMPLOYMENT 

Bargaining strength is an important factor in wage-determination, 
and a theory of wages that ignored it would be very incomplete. 
In industries in which labour organization is weak, employers may 
adopt a policy of wage-cutting in times of depression, but, instead 
of restoring the rates when conditions improve, may prefer to in¬ 
crease the numbers Employed, thus tending to bring about a relative 
over-supply of labour and perhaps "'sweated'* conditions. Trade 
unions, though they concentrate on means of obtaining wages 
advances, cannot ignore the possible reactions of high standard 
rates on unemployment. Trade union policy has had to be modified 
in recent years to cope with the growth of industrial combinations 
and of schemes for rationalization. The bearing of rationalization 
schemes on the general level of wages turns largely on the effects on 
employment. 


The Importance of Bargaining Strength 

In the foregoing discussions on wages reference has been 
made more than once to the importance of the bargaining 
strength of the workers and of the employers in the 
determination of their respective shares. It has been 
shown that a more or less fixed minimum is decided by 
the workers' cost of subsistence, and that the maximum 
they can hope for is measured by the net value of their 
product. Enlightened employers are not disposed to pay 
their workers at the lowest level, even if they are 
strong enough to enforce such a rate, for it is recognized 
that low wages are not necessarily the most profitable; 
that it is the real cost and not the nominal expense of 
labour that is the principal factor. But this does not 
carry with it the obligation to pay at the highest level, 
indicated by the value of the product. An employer who 
pays his workpeople high rates, according to the prevailing 
standards, does not always pay them the utmost, that, 
under different conditions, he might be induced to pay. 
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Even where the rates of remuneration are considerably 
above subsistence, and the employer is wise enough to pay 
sufficient to ensure maximum efficiency, there may still be 
an appreciable gap between the actual rates and the 
. highest really possible. 

The orthodox theory, as we have explained, submits 
that the wages tend to be equal to the value of the 
marginal product, and, under the perfect conditions postu¬ 
lated by the theory, the workers’ reward would doubtless 
be governed in this way. But prevailing circumstances 
may be such as to prevent this theoretical result from 
working out. “Economic friction” may be so powerful 
that the actual remuneration shows a wide divergence 
from marginal productivity. And, furthermore, it is by 
no means certain that the “laws” governing wages are so 
“natural” as some of the theorists maintain. If we could 
start all over again, there is no convincing reason for 
believing that wage rates would adjust themselves to the 
scales now in operation. It would be difficult to justify on 
scientific grounds the marked differences that exist be¬ 
tween the wages of Americans, Britishers, Germans and 
Indians; of men and women operatives; of skilled and 
unskilled workers. 

There appears, then, to be a certain amount of artificial¬ 
ity in the present wages system. Some of the factors are so 
important that to describe them merely as “frictional” 
gives a wrong impression of their real character. The 
power of trade unions, for instance, is so considerable 
that merely to regard it as a disturbing influence on the 
general forces of wage-determination is to misunderstand 
the real position. In the absence of effective trade 
unionism, the wages may approximate to subsistence, or 
at the best to the minimum compatible with efficiency. 
Where trade unionism is strong, the rates may reach the 
utmost that the value of the product permits. The 
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divergence may be so great as to make bargaining power 
a major and not a minor, or incidental, influent in the 
fixing of wages. 

Even now there is a division of opinion over the lasting 
effects of trade unionism on wages. There can be little 
question that, for comparatively short periods, the in¬ 
fluence of trade unions on the share of the Workers is very 
real. Whether the benefit is permanent is another matter. 
In so far as there is a " floating ” surplus, more than enough 
to provide an efficiency minimum wage on the one hand 
and a minimum incentive to employers’ enterprise on the 
other hand, the relative strengths of the contending parties 
will obviously count for a good deal. An increase in trade 
union power, however, may set up reactions in the long 
period that diminish and, perhaps, even neutralize the 
advantages gained in the short period. It may, in the first 
place, prompt the employers to improve their own bar¬ 
gaining organization (if for the time being it has fallen 
behind that of the workers) with a consequent readjust¬ 
ment of the respective shares. Secondly, if the rates are 
found to be too high for a large proportion of the firms, 
the workers may be compelled by force of circumstances 
to accept a reduction, even though a number of the 
employers, especially the most efficient, could afford to 
continue the higher scales. Or, further, an advance in the 
minimum rates may decide the employers to discharge 
those workers who were formerly at or near the margin, 
but whom it is now unprofitable to retain. 

Trade union leaders have had to choose between a 
policy of relatively high wages, with the liability to heavy 
dismissals of marginal workers, and a policy of more 
moderate scales, with the possibility of greater employ¬ 
ment. Rightly or wrongly, they have in the main adopted 
the former policy. In so far as they have been the means 
of inducing employers to make the most economical 
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arrangement of their resources, the result has on the whole 
been beneficial, notwithstanding the impetus to the intro¬ 
duction of labour-saving machinery which, for the time 
being at any rate, may have swelled unemployment. On 
the other hand, in so far as they have entailed such an 
addition to the employers’ net costs as to prejudice the 
success of the undertaking, and to necessitate the dis¬ 
missal of a large number of workers, the result has not 
been so beneficial. 

‘ Labour Organization and Wages 

It is not a mere coincidence that those industries in 
which wages are lowest are often those in which trade 
unionism is weakest. The sweated worker is notoriously 
ill organized, and the employer, in the absence of State 
intervention, is given a free hand in the matter of wage 
fixing. On the other hand, wages are often found to be 
highest in those trades in which the organization of 
labour is strong. From a casual observation, therefore, it 
might appear that bargaining strength was the chief 
determining factor of wages, and that much of the theory 
with which we have been dealing counts for little when we 
come up against actual conditions. How does the marginal 
productivity doctrine square with the comparatively high 
wages in some industries and the comparatively low wages 
in others ? Relative social importance of the product plays 
apparently little part, for frequently an industry that is 
of a secondary or luxury kind pays far better wages than 
one which provides the prime necessaries of life. Often 
the actual efforts in these industries are quite dispropor¬ 
tionate to the wages that are respectively earned. Can the 
marginal productivity theory be reconciled with these con¬ 
ditions, or is some modification of the doctrine essential ? 

Although, as we have previously pointed out, the 
marginal theory does not pretend to be a complete 
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exposition of all the forces determining the *^valuc of 
labour, or of the other agents of production, it is per¬ 
fectly consistent with, and can be employed up to a 
point to explain, the different conditions of remuneration 
obtaining in different industries. The presence or absence 
of effective bargaining strength need not.be regarded as 
a separate limiting condition, but should be incorporated 
as an integral part of the general theory. 

Compare the conditions and policies adopted in an 
organized and in an unorganized industry when, for one 
reason or another, a depression becomes imminent. In 
the industry in which the trade union is comparatively 
powerful, the employers hesitate before attempting a 
reduction in wage rates, and instead may adopt the course 
of dismissing a number of their workpeople. In an un¬ 
organized industry the employers, as likely as not, will 
cut the rates of wages, knowing that resistance will pro¬ 
bably be weak, and will endeavour to keep up their 
accustomed scale of output by selhng their wares at a 
reduced price. Up to this point there is little to choose 
between the two policies, as judged from the workers' 
point of view. When, however, trade begins to recover, 
the full significance and consequences of the two policies 
become more evident. In the organized industries, in 
which the standard wage rates are, it is assumed, main¬ 
tained, the displaced workers or some of them are taken 
on again, and the general position differs little from what 
it was before. But in the unorganized trades, the policy 
that is adopted during the period of depression may 
bring about a permanent change in the situation. When 
the demand for the product revives, employers have to 
choose between the course of restoring the wages to the 
former level (which they can presumably now afford to do, 
if they wish) and that of taking on more workers at the 
reduced wages rate. In the absence of any external 
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influence, such as government interference, employers in 
such trades will generally adopt the latter alternative, or 
at any rate, even if they concede an advance in wages, will 
tend to increase the number of their employees at a lower 
scale of wages than originally prevailed, rather than return 
to the old rates with the former number of workpeople. 
Thus, the numbers engaged in unorganized industries tend 
to swell in times of good trade, but when bad trade comes 
along the policy of wage contraction is again preferred, 
where practicable, to one of limitation of numbers. The 
result is to bring into these industries a larger and larger 
number of people than can be provided with permanent 
employment at decent rates. 

The 'jfRADE Union and the Trust 

In recent years the trade union movement has en¬ 
countered difficulties in several different directions. It 
has been hardly hit by the trade depression and by the 
extensive unemployment. Its prestige has suffered by un¬ 
successful strike action and (though this may be but a 
swing of the pendulum) by a certain transference of 
interest from “ industrial ” to " political ” methods. 
Further, though the effect is not so immediate or obvious, 
its efficacy must to some extent be modified by the spread 
of industrial combination and rationalization. 

The rise of the combine threatens the supremacy of the 
trade union by setting a monopoly of labour demand 
against a monopoly of labour supply. In the early days of 
trade unionism the common defence was that a single 
employer was equal in bargaining strength to the whole of 
his employees put together, and that an association of the 
latter did no more than restore the balance. In many 
cases, however, the organization of the workers went 
ahead of that of the employers, and the ratio of bargain¬ 
ing strength was correspondingly altered. But when 
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employers began on a large scale to associate and iiftegrate 
with each other, they not only secured the many adminis¬ 
trative and technical economies that accompany unified 
production, but they also became strengthened in their 
negotiations with the trade unions. 

The need for trade union policy, structure^ and methods 
to be adapted to the new conditions has long been dis¬ 
cussed in labour circles, and the character of trade 
unionism has in a small measure been changed as a result. 
But the deeper implications of the system of production 
attendant upon combination and rationalization are 
gradually becoming realized—so much so that trade union 
thinkers are seriously pondering over che necessity for 
radical changes in organization and methods if the move¬ 
ment is to remain a real force in industrial relations. 
Rationalization is speeding up a tendency which has been 
in operation for generations, but which is now becoming 
so intensified as to cause alarm to trade unionists of the 
old school. The trade union for the greater part of the 
19th century was confined to the skilled workers of the 
male sex. Gradually, and not without strife within the 
movement itself, the doors were opened to semi-skilled 
and to women workers. It was not altogether altruism 
and chivalry that inspired the change in policy, for, with 
the introduction of machinery and specialized methods, 
the trade union leaders recognized that, unless the non- 
skilled workers for whom there was a growing demand 
could be brought within the movement, there would be 
serious danger of the hard-won standards being under¬ 
mined. In the “New Unionism" movement of the '8o’s 
and '90’s, and the “Industrial Unionism” movement of 
the following decades, a large number of these workers 
were brought within the trade union ranks. But during 
the last few years the difficulties of keeping a control over 
labour supply have proved considerable. In a growing 
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number of industries standardization and mass produc¬ 
tion have made it less necessary for workers to spend 
several years in learning a job. Those who have had a 
specialized training have not the same relative advantage 
that they used to enjoy, for the employer is not so depen¬ 
dent upon them as he used to be. The skilled operative is 
increasingly apprehensive, in putting forward a claim for a 
wages advance, lest the employer may be tempted to 
introduce semi-automatic machinery to be worked by 
cheap, quickly-trained labour. The skilled worker in the 
past owed much of his advantage to the comparative 
immobility of labour, but, with the minute subdivision and 
standardization of function, the weakening of the barrier 
between the skilled and the unskilled, the improved 
standard of general education, and the cheapening of 
transport and communication, this immobility is gradually 
breaking down. Those workers outside the trade unions 
are in some respects more menacing to the standard rates 
and conditions than they were before. The employer on 
his part is not slow to realize his advantage in being able 
to pick and choose with greater hberty than he formerly 
enjoyed. It is partly for such reasons, quite apart from 
the.fear of the more direct reactions on employment and 
wages, that organized labour is not a little suspicious of 
certain schemes that pass under the guise of rationalization. 

Rationalization and Wages 

The bearing of rationalization on wages turns largely on 
the effects on emplo5nnent, which were examined in Part I 
of this volume. If, as many advocates maintain, employ¬ 
ment is eventually iiriprovedy^ages are likely to be in- 
creased/^he supply of labour in relation to the demand 
will, It is argued, tend to be comparatively short, thus 
improving the worker’s bargaining power. His high pro¬ 
ductivity under the superior conditions of production will 
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make possible a better wage than he enjoyed under the 
former conditions. Further, any reduction in prices fol¬ 
lowing the rationalization of industry will increase his 
real income. If his demand for a particular commodity is 
inelastic, a reduction in its price will make it possible for 
him to buy other goods in quantities that he could not 
previously afford. 

But the possible long-run benefits to the workers are 
liable to be severely discounted by the immediate effects 
of the reorganization. Wages rates are threatened in two 
main directions. First, the closing-down of the least effi¬ 
cient establishments and ix)ssibly, as we have indicated, 
the deliberate limitation of output usually involve the 
dismissal of large numbers of workers. Competition for 
employment is intensified, and the bargaining strength of 
the employers is increased. For this reason alone a fall in 
wages may be experienced. Secondly, the introduction of 
automatic machinery, which is a common accompaniment 
of rationalization schemes in manufacture, ordinarily 
entails a reduction in the demand for the comparatively 
well-paid skilled workers. Resistance by such workers to 
cuts in wages may have the effect of inducing the em¬ 
ployers to resort still further to labour-saving devices. 
The competition between semi-skilled and skilled workers 
for employment may thus be increased, and, while the 
remuneration of the former may show a certain advance 
(witness the relative improvement in the last decade or 
two), it may be more than offset by the decline in the pay¬ 
ment of the skilled workers, thus causing the general level 
of wages to decline. 

» 

Workers' Purchasing Power and Employment 

Low wages mean, of course, a small working-class de¬ 
mand, and many employers have been perturbed by the 
liability for their markets to shrink at the same time as 
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their producing capacity is increased. In an attempt to 
solve this dilemma some of them have been converted to 
the principle of high wages—not merely on the score that 
a decent remuneration may pay for itself by reason of the 
high efficiency that it often evokes, but also on the ground 
that the potential market for the products is increased. 

Two assumptions, however, underlie this argument, and 
both of them require some qualification. In the first 
place, it is apparently assumed that, if the workers did not 
receive the extra purchasing power, part of the total 
demand for goods would be lost. Actually, of course, 
there would be a transference of spending power from the 
working classes tp the other groups of income receivers. 
If the increases in wages improve the workers' efficiency 
and output, the results are aU to the good. They are likely 
to be advantageous, too, if there is less wasteful expendi¬ 
ture on luxuries on the part of the rich, and an increase 
in the expenditure on necessaries on the part of the poor, 
provided that the redistribution has no ill-effects on the 
productive powers of the community as a whole. But, 
apart from these advantages, there is no clear case that 
a high wages policy necessarily increases the demand for 
goods regarded as a whole. 

The second assumption is to some extent connected 
with the first. The argument that an employer who pays 
high wages enjoys a large market for his goods presup¬ 
poses that the workers are the consumers of their own 
products. In our modem, highly specialized society, it 
need hardly be pointed out, the vast majority of the 
people are engaged in producing for the needs of other 
people. One's personal demand for the products that one 
has directly helped to make is very small in proportion 
to the total demand. Even where a firm is engaged in 
turning out goods that are in large demand by its own 
employees, it would be foolish to expect the directors 
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deliberately to increase the wj^es in order that more 
goods should be sold. For the argument to carry any 
weight it is necessary, not that a few comparatively 
isolated firms should embark upon the high wages policy, 
but that it should be adopted throughout the whole of 
industry. Then the benefits would be recijM’ocal. But at 
present the few employers who claim to pay high wages 
for the purpose of expanding the market must know the 
limitations of their argument, as judged by ordinary com¬ 
mercial standards. Either the high wages are made pos¬ 
sible by high productivity—in which event the question of 
markets does not specially arise—or the firms are paying 
more than they actually need. But, since the concerns 
that engage in this policy are almost invariably directed 
by shrewd business men, it is difficult to escape the con¬ 
clusion that there are distinct economic gains that make 
the apparent philanthropy more than worth while. 
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SECTION 30 


THE STANDARD OF LIVING AND THE 
MINIMUM WAGE 

The standard of living exerts only an indirect bearing on wages. 
Varying as it does from grade to grade, and from time to time, it is 
an unsatisfactory basis for any universal and permanent system of 
wages. Changes in the cost of living do not necessarily point to 
changes in the wage-paying capacity of particular industries. Besides 
exercising an indirect influence on wages the State has intervened 
directly in several industries in which it has set up Trade Boards 
and similar machinery. 

"Cost pF Production" of Labour 

Although the marginal theory is in many respects 
superior to the earUer attempts at explanation, and over¬ 
comes several objections to which the previous doctrines 
were liable, it by no means embraces every factor that in 
some measure or other influences the reward of labour. 
One criticism that is sometimes brought forward is that 
the theory, as often expressed, attaches too much import¬ 
ance to the side of demand (i.e. to productivity) and too 
little to the side of supply. In so far as wages can be 
treated as a form of price, it would seem desirable that the 
two sets of forces should receive equal consideration. 
But, unfortunately for those who would like to present a 
neatly balanced theory of wages, corresponding to asupply- 
and-demand theory of value, it is impossible to speak of a 
cost of producing labour in the same terms as the cost of 
producing ordinary commodities. 

Even if labour’s “cost" could be estimated, its rela¬ 
tionship to the value of the product would still remain 
somewhat vague. Only where the wage can be expressed 
in terms of basic minimum amounts does the notion 
appear feasible. An occupation that entails considerable 
muscular effort necessitates a greater consumption of 
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staple foods than an occupation of a lighter kind. A ^iner, 
for instance, requires more solid sustenance than a clerical 
worker. If the wages could be said to depend in any way 
on the physical needs of the respective workers, there 
would be some case for adjusting the incomes of miners 
and clerks accordingly. But in practice, of “Course, the 
subsistence factor does not play the chief part, at any rate 
in modem and advancing societies. The clerk would be the 
first to deny that his minimum needs can be stated in 
terms of bare physical subsistence. He would maintain 
that, in the computation of his minimum wage, some at 
least of the comforts or “conventional necessaries” should 
be allowed for. 

Variability of the Standard of Living 

It must be admitted that bare subsistence is a very 
unsatisfactory basis to select, especially in a progressive 
community in which the wealth-producing capacity of the 
people is much more than sufficient to provide for the 
most urgent wants. A better criterion, it might be thought, 
would be the standard of living, below which no wages 
ought to fall. But the standard of living, while admittedly 
permitting of a more reasonable minimum than actual 
subsistence, is an extremely vague and variable concep¬ 
tion. Whereas subsistence can be roughly defined, the 
standard of living extends over an enormous range. It 
varies between the relatively unskilled and skilled classes 
of labourers. It varies between factory and office workers, 
and between salaried and professional workers. In such 
cases we have different standards according to economic 
groupings within a country. But the differentiation goes 
much farther. The standard of living varies from one 
country to another, and, furthermore, from one time to 
another. The American enjoys a higher standard than 
the Enghshman, who, in turn, enjoys a higher standard 
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than the Italian. The standard of the workers of to-day 
is unquestionably higher than the standard of a century 
ago. But it is doubtful whether the differences in the 
actual needs of different nationalities, or of the people at 
different periods, are in any way commensurate with the 
rates of remuneration that actually are, or have been, 
paid. 

The truth is, of course, that the standard of life, as 
commonly understood, is not so much a predetermining 
cause of the wage as a result of it. When people’s incomes 
go up, due, let us say, to greater productivity and im¬ 
proved bargaining power, the standard of living usually 
goes up automatically, and before long the recipients be¬ 
come habituated to the higher level of expenditure. Any 
subsequent attempt on the part of the employers to reduce 
the rates of pay is resented by the workers who are reluc¬ 
tant to have their new standard undermined. Yet it may 
be that a reduction in output (not necessarily due to a 
falling-off in individual efficiency), or a fall in the profits, 
renders such a course difficult to avoid. However tena¬ 
ciously the workers may try to cling on to their hard- 
won standards, they may by the sheer force of events be 
compelled to accede to the lower wage demands of the 
employers. If, on the contrary, the unwillingness of the 
workers to suffer a reduction in their real income causes 
them to work harder than they did before, the accepted 
stamdards of living may properly be said to have exercised 
some influence, though indirectly, upon the prevailing 
levels of wages. 

The Cost of Living Index Number 

Considerations like these point to the impossibility of 
permanently fixing wages merely by reference to the cost 
of living, even if such a practice were desirable. Yet, as is 
well known, the wages of large numbers of workers have 
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since the War years been regulated on this baai. The 
question naturally arises whether this method has on the 
whole worked satisfactorily for the parties concerned. 

One frequent criticism of the index niunber basis is that 
it tends to fix too rigidly the real income of the worker. 
He is, it is true, safeguarded against a fall in his purchasing 
power, so long as the method continues in operation, but, 
on the other hand, he may be deprived of an increase in 
his standard that circumstances otherwise might make 
possible. When prices are rapidly rising or falling, the 
system of adjusting money wages to an index has its 
advantages. During a war, when it is undesirable to 
dissipate one's energies on an5d:hing but the main task, 
the usefulness of the method is very obvious. But in 
ordinary times, and over a lengthy period during which 
economic forces have readjusted themselves and price 
movements have slowed down—^perhaps become fairly 
stable—the drawbacks of the index number system be¬ 
come increasingly evident. The wages that at one time 
may have correctly indicated the respective worths of 
different classes of labour may, within a few years or 
even months, be thrown out of adjustment to each other. 
Continuance of the rates that are no longer a true reflec¬ 
tion of the relative values is almost bound to create dis¬ 
satisfaction somewhere, and may easily result in serious 
dislocation. 

Naturally, when the system was devised, the position in 
1914 was selected as the basis. For emergency purposes 
this year was as good as any other. But the more distant 
we are from 1914 the more glaring become the deficiencies 
of this regulatory method. A generation has gone by, and 
in many ways the economic relationships of different 
industries and groups have profoundly changed. Certain 
industries that before the War were in a flourishing con¬ 
dition have lost some of their importance, while others 
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have advanced from comparative obscurity to a position 
of prominence. The disparity that is liable to arise from 
these changes needs no comment. 

Of course, the basis of these schemes is not absolutely 
fixed, and it is open to employers or workers to press for 
an alteration in the scales should the circumstances appear 
to make such a step desirable. In the railway and other 
industries readjustments have been agreed upon in order 
to meet the changed conditions. But, if such modifications 
become common, the few advantages that the sliding 
scale method possesses wiU largely disappear. To accept 
a reduction on the ground of inabihty of the industry to 
pay all the original scales, or to demand an increase on the 
ground that the ability had increased, may be perfectly 
justifiable, but it is inconsistent with the cost of living 
principle of payment. 

Bound up with these criticisms is the objection that the 
index number method of wage-fixing tends to stereotype 
people’s real incomes, and that it appears to sanction 
indefinitely such differences in wage rates as prevailed 
when the system was initiated. What temporary advan¬ 
tages might accrue from the practice are liable to be more 
than balanced by the ill-adjustment and friction that must 
ensue in the course of time. 

Direct State Regulation of Wages 

The fact that hundreds of thousands of workers in the 
employment of the State and the local authorities have 
their wages adjusted on a cost of living basis must have had 
a considerable bearing on the rates of pay in industry and 
trade in general. Similarly, the comparatively high and 
stabilized rates in public departments must have had a 
stiffening effect on the remuneration in comparable occu¬ 
pations. The State has influenced general wages in other 
wajys too. Its provision for a “fair wages clause” 
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pubKc contracts tends (though not to the extent that many 
had hoped) to improve the pay of other workers in the 
industries concerned. Also, the scales of unemplo5mient 
benefit have unquestionably served to keep up the rates 
of wages in certain trades. 

But such methods are very indirect and fail to satisfy 
those who wish the State to take more direct action in the 
fixing and enforcement of minimum rates. When, five 
years before the War, the Government of this coimtry 
embarked upon their first experiment in wages regulation, 
they were pursuing a course that the nineteenth century 
developments in industry and social relations had made 
inevitable. The actual form and degree of the wages 
regulation, however, were not soon settled, for different 
sections and interests had their own ideas of what should 
be the proper method of control. Some desired (and still 
do so) that the State should enforce by law the rates that 
were reached by voluntary negotiations between em¬ 
ployers and employed. Others preferred that the State 
should make an impartial inquiry into the conditions of the 
industry affected, and lay down for that industry a mini¬ 
mum rate to which all employers should by law be made 
to conform. Others, again, wished that the State would 
establish a national minimum wage, below which it would 
be illegal for employers in any industry to pay their 
workpeople. 

The first of these proposals has not received wide sup¬ 
port, for the principle of voluntary negotiations and 
bargaining is too firmly established. It is feared that, if 
employers and employed knew that the rates they might 
agree upon would acquire legal force, they would be less 
wiUing to discuss their problems and to enter upon tem¬ 
porary arrangements than they are now. The rigidity that 
might arise from such a practice might, according to the 
critics, prove irksome to e mployeis and to workers alike 
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The former might hesitate to commit themselves to any 
definite scales of wages if they were uncertain of their 
ability to continue to pay them for more than a limited 
period. The latter might be unwilling to let the agree¬ 
ment receive the force of law, lest it might stand in the 
way of their getting a further advance in a relatively short 
time. There would be nothing, of course, to prevent the 
law from recognizing subsequent changes in wages rates, 
but the practice would nevertheless be less flexible than 
that of a voluntary arrangement. 

The advocacy of the third principle, i.e. the national 
minimum, has been no more successful, for there are diffi¬ 
culties in its way that appear insuperable even at the pre¬ 
sent time. Twenty years ago the chances of success would 
have been even more remote. 

The Trade Boards Acts 

It was the middle course that was accepted by the 
State. Following the example of certain colonies and 
foreign nations, the Government decided to provide mini¬ 
mum wage machinery for individual trades in which wages 
were very low. By the Act of 1909 the Trade Board 
system was introduced into this country. The representa¬ 
tion of employers and employees on these Boards was to 
be equal, while in addition there were to be some State 
nominees, who, however, were to compose less than half 
of the total number. The Boards were to investigate the 
conditions and to lay down minimum rates, which would 
be legally enforced. Immediately following the Act, 
Trade Boards were established in the chain-making, 
tailoring, paper-box making, and lace-finishing trades, and 
in 1913 four more trades were similarly provided for. In 
1918 a further Act was passed, permitting Trade Boards 
to be set up in industries in which the conditions could 
not be described as abnormally bad, but in which the 
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workeis' own oi^ganizations were too weak for efjective 
bargaining with the employers. As a result, over forty 
Boards were in existence within a very short time. 

In framing the policy to be adopted the Government had 
to choose between the principle of lajidng down a mini¬ 
mum wage, based upon what was believed to be the lowest 
standard of living that people could be expected to enjoy, 
and the less ambitious alternative of fixing the minimum 
by reference to what the particular industry could afiord 
to pay its employees. Determining the wage on the former 
principle would have meant that, had the minimum been 
relatively high, a large number of people would have lost 
their employment, and this course therefore was not pur¬ 
sued. Each Trade Board, instead, made a careful inquiry 
into the circumstances of the particular industry, and 
aimed at a minimum wage that would not involve the 
closing-down of establishments except, possibly, those 
which could exist only by persistently under-paying the 
workers. 

Subsequent inquiries into the operation of the Trade 
Boards demonstrated that very little unemplo5nnent was, 
in fact, caused by the working of the Act. The average 
wage, on the other hand, showed a marked increase, and 
for this improvement more than one explanation was 
forthcoming. In the first place, there is little doubt that 
many employers had been making sufficiently large profits 
to warrant the addition to the wages bill without involving 
their businesses in serious difficulty. Secondly, in cer¬ 
tain industries in which the workers had been so badly 
paid that they could not afford the means with which to 
buy the elementary necessaries of life, the increase in 
wages made a higher standard of efficiency possible, and 
thus, in a sense, paid for itself. While it was admitted 
that the marginal firms in some industries might dis¬ 
appear, entailing a corresponding degree of unemployment, 
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the counter-claim was made that the superior firms 
who remained would extend their activities so as to make 
up for any shortage of supply, and would possibly absorb 
any displaced workers, but at a higher level of wages than 
that to which they had been accustomed. 

The policy of the Trade Boards has been criticized on the 
ground of timidity, for there are many who frankly hold 
the view that if an industry cannot afford to pay a proper 
minimum wage, it is parasitical in character, and its 
elimination would not be disadvantageous to the com¬ 
munity as a whole. The defenders, however, of the prin¬ 
ciple adopted retort that it is no function of the Trade 
Boards to bring a,bout a revolutionary change in the 
system of distribution. In view of the fact that the Act of 
1918 specifically aimed at establishing Boards in those 
industries in which the workers’ organizations were 
relatively weak, the protagonists maintain that the Trade 
Boards are in effect nothing more than substitutes for the 
trade unions. It is the business of the union to force the 
employer to pay as much as the industry can afford, but it 
cannot do more. Why, then, it is asked, should the Trade 
Board be condemned, because in settling a minimum 
wage it pays first attention to the capacity of the industry 
to pay, and not to any predetermined standard, however 
desirable that might be under more favourable conditions ? 

Other Minimum Wage Machinery 

The only other statutory minimum wage provisions now 
in operation in this country are those relating to agricul¬ 
tural workers. The “productivity” of the average farm 
labourer may be very high from one point of view, but by 
the measuring rod of money values it is apt to be lower 
than that of the worker in manufacture. Also trade 
unionism in agriculture is very weak, partly because of the 
scattered nature of the industry and the conditions of 
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employment. If it is considered impracticable to fix a 
wage for manufacture by reference to a decent minimum 
standard instead of the productive capacity of the in¬ 
dustry in question, a heroic plan for laying down a mini¬ 
mum wage for the farm labourer without consideration of 
the dif&culties and peculiarities of his industry is almost 
bound, in prevaihng circumstances, to fail. Even a 
general minimum for agriculture alone has been stren¬ 
uously opposed on groimds of impracticability. Con¬ 
ditions are stated to vary so considerably from one area 
in the country to another that no minimum would be 
found possible, it is claimed, unless it coincided with the 
capacity of the least productive district. 

It Wcis thought during the War that at last the wages 
and status of the agricultural labourer could be per¬ 
manently advanced. Under the Corn Production Act of 
1917 the farmers, as a condition of receiving guaranteed 
minimum prices for their crops, were required to pay their 
employees an absolute minimum wage of 25s. a week, 
together with such additions for particular areas as the 
Agricultural Wages Board, set up under this Act, might 
specify. Four years later, however, the Act was repealed, 
and with it the absolute minimum and the Wages Board 
disappeared. Wages fell in consequence, though a half¬ 
hearted attempt was made to establish Volimtary Con¬ 
ciliation Committees for each area, and to give legal force 
to their decisions. 

In 1924 the Agricultural Wages Act was passed, by 
which County Agricultural Wages Committees were to be 
established, and their rates to be enforced by law. Failing 
action by these Committees, a National Wages Board was 
empowered to intervene. It is frequently regretted, how¬ 
ever, that this central board was not given authority to 
confirm or reject the rates drawn up by the local boards, 
pn the whole, the wages of the agricultural worker have 
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increased slightly since the passing of this measure, though 
his average income (even when all perquisites are taken 
into account) is still appreciably below that received in the 
towns. 

Another form of wages machinery at present operating, 
in which the State plays a definite part, is to be found in 
the Railway Wages Boards, established by the Railways 
Act of 1921. The chief purpose of these Boards, however, 
is not to fix statutory wage rates, but to settle disputes. 
Any difference, on which a company and its employees 
fail to come to a settlement, can be referred to the Central 
Wages Board, wi^ich is composed of sixteen members, 
equally representative of the companies and the workers. 
Should a settlement still be impossible, the matter can be 
referred to the National Wages Board, which is composed 
of six representatives of the companies, six of the men, 
four of the users of the railways, and an independent 
chairman appointed by the Ministry of Labour. Thus, 
indirectly, the State may influence the minimum wages to 
be paid, but its powers are not nearly so wide as those 
provided in the legislation previously described. This 
arrangement has, for the most part, worked satisfactorily, 
and has prevented more than one dispute from coming to 
a head. 



SECTION 31 

WOMEN’S WORK AND WAGES 


f 


The industrial and commercial changes during the l^st hundred years 
have offered great opportunities for the employment of women, and 
have assisted in their economic emancipation. Women’s wages, 
though still low as compared with men*s, are much higher relatively 
than they used to be. Their low rates are only indirectly attribut¬ 
able to the supposed smaller needs and to the smaller number of 
dependants. Among the chief reasons are the comparative weak¬ 
ness of bargaining power, less physical strength and endurance, 
greater expenses of employment, inadequate training, and the 
Uability for women to undervalue their services. The proposal for 
**equal pay for equal work” is attractive, but it is open to several 
interpretations. 


Progress of Women’s Employment 

While it would be a mistake to assume that it is only 
since the industrial revolution of the late eighteenth 
century that women have played an important part in 
industry and trade, for they have at all times had a 
prominent place in our economic organization, it is only 
during the last century or so that they have come to 
present a special economic problem. The new technical 
processes and the specialization of labour that character¬ 
ized the changed order made it increasingly possible for 
women to be employed in workshops and factories. Under 
the old domestic system, women had been largely en¬ 
gaged on industrial tasks, but their wages were rarely 
separated from the collective family earnings and paid to 
them individually. Giving their full time now to employ¬ 
ment in the factory, and receiving a definite wage for their 
services, they acquired a degree of economic emancipation 
formerly denied to them. Also, in the rapidly growing 
distributive trades women found new opportunities with¬ 
out experiencing the same opposition from male workers 
as they found elsewhere. 


271. 
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Wages in general were low at the beginning of the nine- 
teenth century, but they showed a marked though by no 
means uninterrupted progress in the hundred years that 
followed. Women workers shared in this improvement, 
and in several trades made a greater advance than the 
men. The Great War gave an impetus to the employ¬ 
ment of women, and to their rates of pay. Labour was 
so scarce that women were admitted into those trades 
that had previously been closed to them. Many “heavy” 
industries, which formerly employed men exclusively, 
were now by force of circumstances compelled to take in 
women, and, to the surprise of many, did not find them 
so unsuited to the'Strenuous tasks as had been anticipated. 
In the munitions industries, in particular, women were 
taken on in large numbers, and on the whole proved their 
worth. 

Apprehensive lest the employers should retain the 
women workers when the War came to an end, the men's 
unions insisted, so far as they had the power, that, in the 
first place, the wages given to the women should be no 
lower than those paid to men, and, in the second place, 
that the employers should re-instate the male workers on 
their return from hostilities. It will be noted that the 
“ equal pay for equal work ” condition, laid down in this 
case by the men rather than the women workers, rested 
upon the assumption that an employer, if he were bound 
to pay on the same scale, would normally give preference 
to the male workers. The “equal pay” argument, as we 
shall observe later, is a double-edged instrument. 

As might be expected, a reaction set in during the post¬ 
war years, and much of the ground that women had 
gained during the years of labour scarcity was lost. In a 
few industries, such as, for example, the boot and shoe 
industry, the women largely retained their position, 
but, in view of the wide unemployment, it would 
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have been surprising had the general percentage of women 
employed not seriously diminished. (Incidentally, it may 
be observed here that the unemployment figures for the 
post-War years are apt to give a too pessimistic impression 
if an uncorrected comparison is made with the pre-War 
returns, for many of those figuring in the post-War unem¬ 
ployed were those women who before the War either did 
not seek employment, or, if they did, found it in occupa¬ 
tions that were not covered by the unemployment insur¬ 
ance statistics.) 

Lower Subsistence and Wages 

It is commonly asserted that women are paid less than 
men because their physical needs are less and their depen¬ 
dants are, on the average, less numerous. That many 
women wage-earners do consume less than men is not 
denied, but the reason may lie not in their real needs, but 
in the fact that their wages are insufficient to provide 
them with better sustenance. Wages have been so low 
in the past that women perforce have had to stint them¬ 
selves of necessaries. The character of expenditure, too, 
should be taken into account. Even though a woman 
worker might consume less of bread or meat than a 
worker of the “stronger” sex, there are other items of 
expenditure which she would consider almost as necessary 
' and which would soon rectify the balance. 

It is true that women, on the average, have fewer 
dependants than men have. Though many women wor¬ 
kers have parents and others to support, the proportion 
of men with dependants is considerably greater. If it 
could be held that wages were determined by family needs, 
there would be a strong case for paying men workers at 
higher rates. But the reasoning of the foregoing sections 
has gone to show that the dominant factor in wages deter¬ 
mination is not what the worker requires, but what he 
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produces. A single man does not, on account of his smaller 
needs, get less than a married man working on a similar 
task. Why, then, should the difference in necessary ex¬ 
penditure be taken to justify the differentiation between 
men's and women’s wages? On the other hand, there is 
the strong likelihood that, in so far as women do require 
less than men, or have fewer dependants, their supply 
price under competitive conditions will be correspondingly 
lower. If women workers place a low price on their labour, 
either because their personal needs are less or, as will be 
considered later, because they imderestimate the value of 
their services, most employers will naturally incline to 
take advantage of the situation. Those who are willing to 
pay more are liable to be prevented by the competition of 
rivals who, with lower labour costs, threaten to capture 
the market. 

Weaker Bargaining Power and Mobility 

It is well known that women are difficult to organize in 
trade unions, and, where a group of unorganized women 
have to bargain with employers who are equal to a com¬ 
bination in themselves, or have to deal with an organized 
group of men workers, jealous of their position and 
privileges, there can be little question of the result. 
Finding the doors of certain trades closed to them, women 
compete with intensified force for employment wherever 
they can get it. Often they find work in the newer trades in 
which there has been too little time for an artificial barrier 
to be erected. They rush, for example, into general clerical 
work, but are kept out of those special branches that are 
still regarded as the strict preserves of male workers. 
Thus, women invaded the railway and banking offices 
during the War, but with few exceptions had to give up 
their positions in the years that followed. 

The weaker bargaining strength of women workers is not 
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hdlped by their comparative immobility. Women are in 
general less able or willing than men to move to another 
part of the country, or to train for a new occupation. 
Parental restraint or attachment, personal ties, reluctance 
to fend for themselves in a strange place—these and other 
reasons are responsible for impeding the flow of female 
labour, and for piling up large supplies in certain r^ons 
with prejudicial eflects on the rates of pay. In coal-mining 
regions, for example’, there is commonly an abundant sup¬ 
ply of female labour, but the rate at which it transfers 
itself to districts that can make greater use of it is com¬ 
paratively slow. 

The weakness of women’s bargaining organization 
makes it difficult to deal with “pocket-money” workers 
and others who are subsidized in one form or another. 
There are many women in employment, not only for the 
income they derive from it, but also for the liberty that 
they would not otherwise enjoy. They naturally express 
a preference for those occupations in which the duties are 
hght and the surroundings not unpleasant. The maxi¬ 
mum wage is not their primary object, and, where there 
are large numbers competing for this kind of work, the 
remuneration is almost bound to be low. Many of the 
women in these trades have probably no other means 
of support, but the presence of a number of candidates 
for employment, who are not entirely dependent on 
their earnings, is sufi&dent to bring down the scale of pay. 

In a different, but allied, category are the wives of 
pensioners and others with small incomes who, through 
sheer necessity, are driven into the labour market to pro¬ 
vide some supplementary revenue for the household. 
The struggle for employment causes rates to be undercut, 
though the women individually can hardly be blamed. But 
the subsidy, small as it is, works out very hardly on those 
women who have no supplementary revenue of any kind. 
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Here, again, the absence of effective organization permits 
of unhealthy rate-cutting. 

The difficulty of combining women workers is due, to a 
large extent, to the attitude that many of them show 
to their work. The majority do not regard it as a life 
vocation, but as something which will bring them in some 
money during the years between leaving school and get¬ 
ting married. As will be shown later, this attitude has an 
important bearing on the productivity of the woman 
worker and therefore on the demand for her services. 
But it also militates against efficient collective bargaining, 
and tends to bring down the scales of pay quite indepen¬ 
dently of the specific worth to the employer. 

The Factor of Physical Strength 

So far in the discussion we have been concerned princi¬ 
pally with conditions of supply, but factors of demand are 
no less responsible for the disparity between men's and 
women's wages. One obvious determinant, though its 
importance is liable sometimes to be overstated, is the 
physical strength of women compared with men. Their 
weaker physique either debars them from the heavier 
occupations, or, where they undertake such work, results 
in a smaller output with consequently lower earnings. 

Inferiority of physical strength and the greater liability 
to absence through illness involve the employer in certain 
expenditure which does not arise where male workers are 
employed. The State, too, insists upon certain facilities 
for women workers which tend to swell the expenses of 
production. It might be maintained, however, that such 
expenditure is really of the nature of an investment, that 
in the long run it reduces the number of hours lost, and 
that it improves the quality of the output. Whether this 
outlay constitutes a net burden or not depends largely 
upon the size and character of the undertaking. Where the 
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work is such that only a tew women are employed in 
proportion to the total number of workers, the expense of 
providing rest rooms and other special amenities might 
constitute a serious charge upon the revenue of the busi¬ 
ness. Under these conditions the unwillingness of em¬ 
ployers to take on women workers, except at a sub¬ 
stantially lower rate of wages, can be understood. But, 
where the factory employs a large amount of female labour, 
the relative outlay on these provisions is not so great, and 
may be more than balanced by the general improvement 
in the physique and output of the women employed—^a 
conclusion that is supported by the fact that many em¬ 
ployers provide "welfare'’ services in excess of the 
statutory minimum requirements. 

Inadequate Training 

Another factor which conspires to reduce the quality 
of female labour in general is the inadequacy, as a rule, of 
their industrial training. The fact that most women 
leave off their ordinary economic employment when they 
get married, while men, on the contrary, are likely to 
work with increased vigour when they take on their new 
responsibilities, has a marked economic significance. Be¬ 
cause of the “meantime” character of their employment, 
comparatively few women are given a lengthy prepara¬ 
tion for industry, and their wage-earning powers, there¬ 
fore, tend to be restricted. 

The importance of industrial training in this connection, 
however, is liable to over-emphasis, for, as is weU known, 
the growing mechanization and standardization of indus¬ 
try are reducing the necessity for a mass of the workers to 
undergo a lengthy period of learning. If long apprentice¬ 
ship were as important nowadays as the above argument 
suggests, we should expect that the workers in the skilled 
trades, irrespective of sex, would be earning considerably 
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higher wages than those paid to the unskilled or semi¬ 
skilled. One of the important changes of the last decade 
or so has been the narrowing of the gulf between the rates 
paid to the skilled and unskilled. With modem machinery 
and methods, many men, who received very little training 
in their early days, are earning almost as much as, and in 
some cases more than, their fellows who went through a 
lengthy term of apprenticeship, 

A partial explanation of the inferior wages paid in cer¬ 
tain trades is that the women themselves do not expect 
anything better. More than one reason can be put for¬ 
ward for this lapk of appreciation of their own value. 
First, there is the weakness and perhaps the absence of 
a trade union which presses for minimum rates, and noti¬ 
fies the members accordingly. Secondly, there is the 
ignorance on the part of a large number of women of the 
trae economic value Of their services, especially in those 
industries and callings (e.g. retail shops and clerical occu¬ 
pations) in which it is a difiicult matter to assess theit 
individual worth. Thirdly, there is the inmsh of women 
who in the past have been unaccustomed to earning their 
living, who now, for one reason or another, find it neces¬ 
sary to add to their income. They have little knowledge 
of the labour market, and are too eager to earn a few 
shillings to pause to ponder over the real value of their 
work. They seize almost any employment that is given 
to them, without serious regard to the rates that are paid 
to others, including men, for similar work. If they hap¬ 
pen to be subsidized, either from the collective family 
revenue or from some other source, the undercutting may 
bring the wages down to a level far below the economic 
value of their services. 

In consequence of these various factors, there is a ten¬ 
dency for women to concentrate, not only in those in¬ 
dustries in which trade union and similar restrictions are 
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abs^t, but also in those in which the average productivity 
per head is fairly low. The Census of Production has shown 
that male workers predominate in those occupations in 
which the average net output per head is higher, and that 
female labour is in the majority where productivity per 
head is low. Thus a vicious circle tends to operate. 
Women are to a large extent driven into those occupa¬ 
tions that have a low productivity per head because 
they are prevented for the various reasons from secur¬ 
ing employment in others. And, being compelled in 
large numbers to work on tasks that have a low economic 
value, they tend, because of this concentration and com¬ 
petition, to force the wage rates even lower. 

Equal Pay for Equal Work 

A discussion of women’s wages would be incomplete 
without a reference to the thorny problem of “ equal pay 
for equal work.” The idea has given rise to wide con¬ 
troversy, particularly in those occupations and professions 
in which the proportion of women workers is very high. 
Unfortunately, the phrase is so ambiguous, and gives rise to 
so many interpretations, that people engaged in discussing 
the problem often find themselves at cross purposes. 

. The phrase may, in the first place, be interpreted to 
mean equal pay for equal effort and sacrifice. This view is 
not far-reaching, for it is almost impossible to measure 
effort and sacrifice in any exact terms. The energy con¬ 
sumed by one person in performing a given task may be 
twice that required by another. Even if it were practic¬ 
able to express the effort and sacrifice in some common 
terms, the principle would still be unsound in that it 
takes no cognizance of the amount and quality of the 
product. To argue for equal pay for equal work in this 
particular sense is to favour a one-sided theory of wages 
for which there can be little support. 
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The second interpretation is that there should be equal 
pay for equal product. This view is more satisfying than 
the first in that it takes the realities into account, recog¬ 
nizing that wages ultimately must be paid out of the 
wealth that the workers produce. It is true that the 
theory stresses the demand rather than the supply side, 
and to that extent might fail to satisfy those who imagine 
that wages ought to be calculated in part by reference to 
the workers’ needs. But this, it should be noted, is a 
different argument from that which favours remuneration 
according to effort and sacrifice. On the whole, the inter¬ 
pretation of thf/f! doctrine to mean an equal reward for 
equal product is more consistent with general principles 
and with prevailing economic conditions. 

In many industries men and women are, in effect, paid 
at the same rate, i.e. in terms of product, though it may be 
that the lesser ability to turn out the same number of 
goods in a given period entails a lower time rate. Thus, if 
it could be shown that a woman produced only three- 
quarters as much as a man in the course of a day or week, 
it might not be incompatible with the principle of equal 
pay for equal work, as here interpreted, if the actual time 
rates paid to women were 25 per cent lower than those 
paid to men. 

This interpretation of the formula may be criticized 
both from the workers' and from the employers’ point of 
view. Some trade unionists would contend that it is liable 
to strengthen individual at the expense of collective 
bargaining. As a result, there might be a wider disparity 
between the earnings of the workers in a particular trade 
than the advocates of standard minimum rates would 
approve. Furthermore, even though, to begin with, the 
actual wages of an individual worker might coincide with 
the value of his, or her, net product, the possible under¬ 
mining of the strength of collective bargaining might 
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eventually place the worker at such a disadvantafe in the 
negotiations with the employer that the rate of wa^ fell 
below the value of the product. Equal pay for equal 
product, therefore, would be acceptable only so long as the 
workers were sufficiently organized to resist the under¬ 
cutting tendency that might result from an unrestricted 
application of the rule. 

The second version can be criticized from the em¬ 
ployers' point of view on the ground that it does not take 
into account those additional expenses that the employ¬ 
ment of women involves. This leads us to a third inter¬ 
pretation, viz., equal pay for equal value to the employer. 
The additional expenditure is mainly of two kinds. First, 
there is the outlay, to which we have previously referred, 
on special facilities that employers are compelled by law 
to provide for their women employees. Secondly, and in 
some ways more important, there is the relatively greater 
cost of capital appliances, factory space, etc., that is ‘ 
incurred when the specific output per hour is less from 
women than from men. The overhead charges are, of 
course, little altered whether a machine or workshop is 
being fully utilized or not. Where a woman, for example, 
working on a particular machine, turns out only three- 
quarters as much as a man, the net value of her work to 
the employer is less than three-quarters the value of the 
man’s production. The employer would be justified in 
deducting from the three-quarter gross product such an 
amount as would compensate for the less effective use of 
the machine. Where the instrument is very costly, and 
the employer wishes to obtain the maximum use before 
it becomes obsolete, the preference to employ the most 
efficient workers is naturally greater. Less productive 
workers are employed only if the rates are differen¬ 
tiated sufficiently to meet the additional costs on this 
account. 
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In view, therefore, of the several interpretations of 
equality " in men's and women's pay, and of the different 
emphasis placed upon them according to the particular 
point of view, it is not surprising that the proposal still 
remains a source of controversy. 
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PAYMENT ACCORDING TO NEEDS 

Proposals are frequently made for an alteration in the wages system 
so as to effect a closer relationship between wages ahd needs. Family 
endowment and similar plans may be classified according to whether 
they are intended to bring about a lateral or a vertical redistribu¬ 
tion, and the particular schemes put forward vary considerably as 
a result. The reactions of family endowment measures upon 
<■ population and wages are very problematical. 

Wages and Needs 

During the last few years the movement has gained 
groimd for a modification of the wages system in such a 
way as to secure a closer approximation of remuneration 
to needs. For a long time there has been some dissatisfac¬ 
tion over the disproportionate rates paid to men and 
women workers, and the original proposals for family 
endowment or mothers' pensions or similar measures came 
largely from the protagonists of the feminist cause. But 
of late the ideas underl5dng such schemes have made a 
wider appeal, and now there is a considerable body of 
opinion which favours a readjustment on these lines of 
wages in general, and not merely of the rates paid to men 
and women workers in particular. 

The various proposals that have been put forward are 
not all inspired by the same motive, nor are they intended 
to achieve the same object. Though they are commonly 
designated in similar terms, they may range from a very 
modest and unambitious scheme to one which is distinctly 
revolutionary in character and aims. Broadly speaking, 
they may be divided into two main categories. First, 
there are those schemes which merely intend that the 
present gross amounts paid in wages shall be more 
equitably apportioned between married and sii^le wor¬ 
kers. There is no intention that the share of the national 
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income that goes to labour as a whole shall be directly 
increased by these measures. The aim is simply to share out 
the existing total in such a way that those with large fami¬ 
lies shall receive rather more than their present incomes, 
not at the expense of the employers or the taxpayers, but 
at the expense of other workers who have few or no depen¬ 
dants, and whose needs, therefore, are relatively small. 

Secondly, there are those proposals which would make 
family endowment a means of redistributing the national 
income in such a way as to secure a larger share for the 
workers in general. Certain of these schemes are fairly 
modest in natuye, and find adherents in all parties. Other 
proposals, however, are avowedly socialistic, and, by ex¬ 
tracting large amounts from the employers, or through 
the Exchequer from the taxpayers, or from both, would 
appreciably increase the proportion of the total product 
that goes to the working classes. The first type of scheme, 
which aims simply at a rearrangement of rewards among 
the workers as a whole, without affecting the amounts 
going to the other groups, may be described as “lateral,” 
to distinguish it from that t3q)e of proposal which, since 
it would alter the levels of income going to the several 
classes, is more of a “vertical" character. 

Existing and Proposed Schemes 

A few schemes are in operation on the Continent, 
but they are mainly of the “lateral” kind. In France, 
for, example, employers and others in certain industries 
have devised schemes under which all workers in a given 
grade receive the same basic rate of wages, in addition to 
which certain amounts are paid into an "equalization 
fund." Out of this fund sums are paid to employees in 
proportion to the number of dependants. Needless to say, 
this apparently roundabout method of remunerating the 
workers according to their needs is adopted in preference 
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to direct grants from the employers, in order to aVoid the 
possible hardship that might otherwise be inflicted upon 
the married workers. It would be highly undesirable if, 
as a result of a system of direct additions, the employer 
gave preference to single workers and caused unemploy¬ 
ment among those whose family needs were the greatest. 

There have, it is true, been attempts at a method of 
direct grants. In Germany, during the difficult • years 
foUowing the War. several employers experimented with a 
system of differentiating the wage according to the position 
of individual workers, and the records did not indicate 
any undue unemployment among married workers as a 
result. The explanation is probably to be found in the fact 
that labour in post-War Germany was comparatively 
scarce, and that the cash additions paid by the employers 
were not sufficiently large to warrant a policy of dismissals 
of those whose remuneration worked out above the 
average. The circumstances were so exceptional, however, 
that the experience during that period offers little assist¬ 
ance to those who wish to estimate the probable effects and 
reactions in other countries under more normal conditions. 

The Continental schemes may be criticized on the 
grounds that they are industrial or occupational, and not 
national, in their operation. It may be argued that the 
services of motherhood cannot be expressed in terms of 
narrow occupational value; that the advantage is national 
and not industrial. But, apart from this criticism, there 
is a further difficulty inherent in most schemes of this 
character that are devised on the industrial basis. Where 
is the hne to be drawn between one industry and anothar? 
What of those occupational groupings in which the aver¬ 
age family is comparatively large? What, further, if a 
particular industry, the workers in which have on the 
whole fairly large families, is in such a position that it can 
iU afford to pay the high wages that would be required? 
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There are some who would graft a scheme of family 
endowment on to the existing system of social insurance. 
Briefly, they recommend that the employee, the employer 
and the State should make an appropriate contribution 
to a fund out of which the endowment pa5anents would be 
made. For practical reasons they would make a lump sum 
of the different payments made by the contributor for the 
various benefits, and likewise amalgamate the several 
contributions paid respectively by the employer and the 
State. Such a method has been objected to, however, on 
the ground that^the rearing of a family is an undertaking 
that cannot be placed in the same category as the con¬ 
tingencies of unemployment and ill-health. Normally, one 
insures against eventualities which will be avoided so far 
as is possible, but, as the raising of a family is normaUy 
favoured rather than avoided, difficulties are liable to 
occur when all these contingencies are thrown together 
into a single scheme with a collective premium. 

The insurance proposal has the advantage of making 
the charge a national rather than an occupational one, 
and to that extent recognizes the service of motherhood to 
the community as a whole as well as the responsibility of 
the State to the individual. It will be observed, too, that 
the proposal goes beyond the purely "lateral” principle 
embodied in the "equalization fund” method described 
above. By obtaining part of the necessary money from 
the mployers and from the taxpayers, the scheme would 
bring about to some extent a "vertical ” redistribution, and 
would thus add to the share of the national dividend 
received by the working classes. 

Effects on Population and Wages 

It is frequently argued against proposals of this kind 
that the check to the growth of population would be 
weakened, and that an undue increase in the numbers of 
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the people would probably result. Piscussion on this point 
is rendered more difficult by the fact that in France an 
avowed object of such schemes has been the desire for an 
increased birth rate. British advocates of these measures 
deny that they would have the effect in this country of 
swelling the population, and point out in fact that the 
improvement in the standard of living during the last 
half century or so has been accompanied not by a rise but 
by a fall in the birth rate. They might point out further 
that, in so far as the schemes reduced the earnings of 
single men, the marrying age might be delayed for a year 
or two, with a corresponding limitation on the increase 
in numbers. 

The general effect on wages would naturally vary with 
the motive and method of the particular scheme. If the 
aim is a “lateral" redistribution, then obviously a reduc¬ 
tion in the basic rate of wages must be expected, though 
it is presumed that the additions to the income of the 
married workers will balance the reductions in the in¬ 
comes of the single. Some critics of this particular method, 
however, are apprehensive lest the deductions from the 
present wages of the single workers should not be fully 
compensated by the increase in the wages of the others, 
and see in the proposal an attempt on the part of the 
employing classes to undermine the workers’ standard of 
living. Certain of the Continental schemes have been 
attacked on this point, it being maintained that, but for 
their operation, the average wage would be higher than 
the existing level. It is pointed out that the initiative for 
such schemes has come from the side of the employers, 
who, it is averred, would not sponsor such an arrange¬ 
ment if it did not work out to their advantage. 

This conflict need not arise, however, if it could be 
shown that the net result of family endowment schemes 
was to increase the general efficiency of the workers. If 
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it could be proved that the additions to the wages came, 
not from the unmarried workers’ wages or from the em¬ 
ployers' profits, but from an addition to the total volume 
of goods and services produced, then a substantial case 
could be made out for the schemes on strictly economic 
grounds. Such an effect might be brought about, first, by 
providing the worker with more and better nourishment 
and other necessaries. Even though the primary intention 
of the special payments were the proper upbringing and 
sustenance of the children, there might, indirectly, be an 
improvement in the standards of the parents through the 
liberation of funds to provide necessaries for themselves. 
In the second place a larger expenditure on the main¬ 
tenance of the younger generation would almost certainly 
in the long run add to the productive power of the nation. 
The improvement in the physique and mentality‘of the 
children and adolescents of to-day is due in large measure 
to the higher average standard of living, and to the 
expenditure of public departments on the care and up¬ 
bringing of the young. Many supporters of family 
endowment schemes maintain, therefore, that even if 
there is no apparent advantage immediately forthcoming, 
the benefits in the long run are bound to more than 
compensate for the present outlay. 

But, as usual, there are coimter-considerations. A com¬ 
mon contention is that subventions from public funds 
would lessen the incentive of many people to exert them¬ 
selves to the full. Though the number of such people is 
liable to exaggeration, the schemes, if they were adopted, 
would have to be carefully devised so as to prevent or 
minimize abuse. Further, there is the possible ill-effect, 
not so much on the workers themselves as on the produc¬ 
tive capacity of the nation as a whole. If the particular 
scheme does not encroach upon profits or the taxpayer’s 
pocket, the consequences fall mostly on the workers 
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' directly concerned. But if the sOheme is of the “vertical*' 
kind, there is the possibility that the economic system in' 
general will be impaired. If the employer's profits arc 
already at the minimum, and if he is precluded from 
passing on the charge to his customers, he may find it 
necessary to cut down expenditure on new ventures and 
equipment. The taxpayer, on his part, may, for physical 
and psychological reasons, be prevented or discouraged 
from maintaining his accustomed level of production. 
Such possibilities cannot be ignored in estimating the 
likely results of family endowment and similar projects. 
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THE PROFITS OF ENTERPRISE 

Though wages and profits overlap to some extent, each has its own 
definite characteristics. Profits can usually be analysed into the 
wages of management, the reward of risk, and possibly an element 
of monopoly revenue and a payment akin to economic rent. 

Characteristics of Profits. 

In the foregoing sections we have been concerned at some 
length with the nature of the reward that goes to labour 
as distinct from the shares destined for the other agents 
of production. This distinction, however, is more appar¬ 
ent than real. In the first place, many of the considerations 
that arise in the discussion on wages are no less relevant 
in the treatment of the other incomes. Secondly, the 
gross amount paid in wages necessarily helps to deter¬ 
mine the shares of the other factors. Thirdly, the wages 
themselves cannot be reduced to a single type, nor do 
they possess characteristics that are altogether absent in 
the other forms of income. It is especially difficult to 
draw a rigid line between wages and profits. To say 
merely that the former represent the return to labour, 
and that the latter are the reward of organization or 
enterprise, is by no means sufficient, and is, in fact, mis¬ 
leading. The peculiar qualities which are possessed by 
the entrepreneur, and which are usually taken to justify 
the special treatment of his income, are sometimes pos¬ 
sessed and exercised by people whom it is customary to 
describe as wage-earners. On the other hand, a certain 
part of the entrepreneur’s activities is identifiable with 
labour in the truest sense, and is rewarded by what has 
come to be called the wages of management. 



THE PROfITS OF ENTERPRISE 

Pr<}^ts, in everyday language, are a^odated^ with the 
earnings of people who carry on a business of their own, 
and usually, though not nece^arily, employ labour to 
assist them in their work. Such earnings are principally 
readual in character, as distinct from the advance pay¬ 
ment made to labour. Furthermore, they are usually, 
though not always, bound up with the income from 
capital. As a general rule, entrepreneurs work either with 
their own or with borrowed capital. The undertaking of 
risks, which is their special function, is almost meaningless 
without reference to capital. Profits may thus embrace 
more than one kind of income. Though the gross amount 
may not always be capable of precise division, it is helpful 
to attempt an analysis, however rough, of the principal 
components. 


Wages of Management 

In modem economic writings, the element of earnings, 
or wages of management, has come to play an important 
part in the analysis of gross profits. There is no question, 
of course, that much of what passes for profits is genuinely 
a reward for the efforts of the business man in directing 
the activities of his undertaking. On the other hand, 
there is often a large element of tme profits in many so- 
called wages or salaries. For instance, it would be hardly 
correct to describe the amounts paid to company direc¬ 
tors as wages in the proper sense of the term. Part 
of their duties is inseparable from the functions of the 
entrepreneur. Though ostensibly they are employed by 
the company, they are, in reality, performing the same 
duties as if they were conducting their own business. 
Moreover, it frequently happens that the salaries appro¬ 
priated to themselves, by virtue of their directorships, 
are (xmsiderably in excess of the sums that they would 
draw if they were employed simply as managers by other 
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firms on work that called for business direction and no 
mOTe. 

Again, it is a common feature in remunerating managers 
(for example, in departmental or multiple stores) to fix a 
comparatively low minimum reward and to add to it a 
commission based upon the turnover or gross profits of the 
department or branch. The manager is thus expected to 
undertake certain duties that are not ordinarily classified 
as labour in the narrow sense. He is expected to exercise 
his foresight, to judge the condition of his particular 
market, to sele^it workpeople and employ them to the 
best advantage, thus acting in many ways as if he were 
conducting his own business. It is not stretching the 
term to describe part of the remuneration of such man¬ 
agers as profits rather than pure wages. 

Risk-taking 

It is unnecessary to enter again into the importance of 
risk-taking as a factor of modem production. When 
dealing at an earlier stage with the agents of production, 
we pointed out the place of the risk-taker in the economic 
system. One of the most common types of risk-taking is 
to be found in anticipating the nature and extent of the 
demand, which depends frequently on unknown or incal¬ 
culable factors. There is, further, the problem of fluctua¬ 
tions of prices over which the producer has no direct control. 
If we lived in a perfectly stable society, and values under¬ 
went little or no change over long periods, the function of 
the risk-taker would be less important. But, in recent 
times particularly, business men have been called upon 
to exercise unusual judgment and foresight in dealing 
with markets in which prices have shown a marked 
variability. 

A characteristic feature of our modem economic 
organization is the ability to spread risks over a wide area. 
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While we still have entrepreneurs of the conventional 
type, who, in the manner of the almost traditional i8th 
c^tury middleman, act as links between producers and 
consumers and undertake the risks of the organization as 
a whole, the growth of the joint-stock company has, apart 
from swelling the number of investors, given rise to a new 
form of enterprising function. The undertakii^ of risks 
used to be concentrated among a comparative few, where¬ 
as in the now prevailing system the liability to loss may 
be distributed over thousands of shareholders. Where the 
business is safe and steady, the dividends may be little 
above those earned on gilt-edged investments, but where 
the risks are considerable the profits (or losses) may be 
correspondingly high. Risk-taking thus becomes not 
necessarily an individual activity, but a function in which 
a large number of persons can participate. As such it is 
to be distinguished from that form of organization which 
is more personally directive in character, and which is 
rewarded by a wage of management. 

One further aspect of the risk element has still to be 
noted. Risks are to a large and increasing extent becom¬ 
ing measurable, and, within certain limits, even predict¬ 
able. Though an individual entrepreneur may appear to 
be at the mercy of chance, it may happen that the aggre¬ 
gate of the risks incurred in his particular line of business 
is roughly measurable over a period, and that a fairly 
accurate ratio can be formulated. In the same way as it 
is possible to work out the premium to cover a person 
against the risk of fire, or other contingency, so actuaries 
are becoming more and more interested in the possibility 
of providing for the risks of business. Thus a part of gross 
profits tends to become in effect a premimn against risk. 
The principle remains the same, however, whether this 
payment is formally handed over to an insurance company 
or whether it remains as f«.rt of the income of the 



294 ECONOMICS OF THE INDUSTRIAL SYSTEM 

enlrepreneur who thtis virttially provides the service of 
insurance himself. This function of insurance is particu¬ 
larly noticeable in those industries in which the middleman 
takes the bulk of the risks upon himself, thus relieving 
others of the liability to loss, and enabling them to go 
forward with their own particular work. The cotton 
broker, for example, incurs the responsibility of finding a 
market for crops still to be grown. He places definite 
contracts with the growers, who are thus relieved of the 
worry of finding a market for their produce. Part of the 
profits that he makes from his services as a go-between 
comprises an insurance payment, which would have had 
to be made as such had the risk been assmned by a com¬ 
pany specially providing that kind of service. 

Competitive and Monopoly Profits 

The analysis of gross profits, however, is as yet far from 
complete. One consideration that has so far been ignored 
springs from the conditions, competitive and otherwise, 
under which the income is made. The more we depart 
from pure competition, the more important becomes the 
monopoly element in profits, until, in a business that has 
full control over the production and sale of a particular 
commodity, the items for wages of management and 
returns to risk may comprise but a small proportion of the 
total. For a proper understanding of the remaining part of 
groas profits it is necessary to have a knowledge of the 
other forms of income and of the scheme of distribution 
as a whole. Wages and profits, it has been observed, 
overlap to some extent, but each has its distinctive 
characteristics. We have still to show that profits and 
interest have a good deal in common. Also, when we 
come to deal with rent, it will be seen that this form of 
payment is of wider application in principle than to the 
payment for land alone, and that the rent doctrine, 
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stiitably qtialified and expanded, helf» to a fuller under¬ 
standing of incomes in general and, in particular, of groSs 
profits in which a “ surplus ” element, akin to ap economic 
rent, is often very pronounced. 



SECTION 34 

THE INTEREST OF CAPITAL 

Several elements go to make np gross interest, net interest being 
seldom encountered in practice. The views on the nature of interest 
have altered considerably since the days when it was legally pro¬ 
hibited. The modem theory takes into account the psychological 
factors on the side of supply as well as the element of productive¬ 
ness on the side of demand. 

/ 

Gross and Net Interest 

The conventional definition of interest as the reward of 
capital does not tell us very much about the real nature 
and composition of this form of income. Interest, in its 
everyday sense, covers much more than the specific return 
to the capitalist for the factor that he supplies, and it 
is necessary from the start to distinguish the several items 
that go to make up the gross income denoted by the 
term. 

In the first place, there may be a considerable pro¬ 
portion of reward for risk-taking, on which we have 
already had something to say. The fact that one particu¬ 
lar investment yields a so-called interest of 5 per cent more 
than another may, of course, be due entirely to the greater 
element of speculation, and therefore to the larger pre¬ 
mium, as it were, against risk. Secondly, gross interest 
may include a payment for the actual management of the 
investment, comparable to the wages of management in 
the analysis of gross profits. The interest charged, for 
example, on bank loans represents to a large extent the 
expenses of the banker in carrying on his business. 
Thirdly, there may be an element representing a monopoly 
gain. Such an amount, as will be explained later, bears 
some resemblance to a rent. When such items have been 
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se|>arat6d, there remains what may, for our pur|k>ses, he 
called pure or net interest, i.e. the spedfic payment for the 
use of capital loaned. 

It is admittedly difiEicult to treat pure interest, as thus 
defined, as an entirely independent quantity. We have 
previously pointed out that enterprise or risk-taking as a 
factor of production can rarely be.dissociated from the 
ownership of capital. Similarly, it is virtually impossible 
to make a sharp distinction between the reward of enter¬ 
prise and the return to capital. At the best, one can take 
the dividend paid on gilt-edged securities and assume for 
practical purposes that it is more or less equivalent to 
pure interest. 


The Nature of Interest 

The discussion on interest falls into two parts. First, 
there is the problem of the nature of interest; secondly, 
there is the question of the determination of the rate of 
interest. The two are naturally inter-related, and are 
studied separately, up to a point, largely for convenience 
of exposition. 

The nature of interest has been discussed from early 
times. For many centuries the receipt of interest was 
held to be morally indefensible, and came imder the ban 
of the law. It was not, in fact, until close on the middle 
of the nineteenth century that the laws of usury in this 
country were formally repealed. The legislation, how¬ 
ever, had been an anachronism for many years, for, had 
the repressive laws been faithfully observed, the ex¬ 
pansion of British industry and trade from Tudor times 
to the nineteenth century would have been severely 
hampered. It is easy to understand, however, the early 
views of interest. The borrowers were frequently of the 
noble classes and, as often as not, used to spend the loan 
unproductively, if not wastefully. There were, of course, 
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more hutnbk borrowers, but they, too, commonly 
a loan as a means of settling immediate financial difiicul- 
ties rather than as a capital expenditure for productive 
purposes. 

Thus, whether the money was borrowed by rich or poor, 
there was little to show in terms of wealth as a result 
of the expenditure. The risks attendant on loans were 
high, and so also were the rates of interest charged. Since 
the pa5Tnent of interest made heavy exactions on current 
income, and frequently caused distress, there appeared at 
the time some reason for taking a rigid view of the im¬ 
morality of interest, and embod5dng it in prohibitive legis¬ 
lation. When, however, industry and commerce showed 
signs of expansion, the effects of the usury laws became 
increasingly irksome. The State gradually adopted a 
policy of connivance, and ultimately erased the laws from 
the statute book. 

This “exploitation” theory added nothing positive to 
the theory of interest, but recognition of its defects had at 
least the result of bringing about a more rational and con¬ 
structive attitude to the problem. Gradually the theory 
of the nature of capital developed in two main directions. 
One school of economists sought for an explanation on 
the side of supply, giving most of their thmight to the 
influences governing the actions of the lenders. Others 
endeavoured to find an explanation on the side of 
demand. Subsequently the two sets of conditions were 
brought together in an attempt to find a comprehensive 
explanation. 

The “Abstinence” and the “Agio” Theories 

It used popularly to be held that interest was simply a 
reward of abstinence. Stated in this crude fashion, the 
doctrine was not difiicult to criticize. One obvious, but 
probably exaggerated, defect of such a theory springs 
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imm thfi tearm itsdii Abstin^ce *' may be takes to &mr 
vey an element of sacrifice and, wbik it is true that lor 
most people the act of saving involves a degree of "pain,” 
this cannot be said of those fortunate individual^ who 
enjoy such large incomes that, however extravagantly 
they may live, they cannot help accuttiulating further 
capital. Such automatic saving is hardly consistent with 
“abstinence” as popularly understood. Marshall and 
others therefore preferred to employ the term “waiting" 
in its stead, though the concession in the use of terms did 
not make much material difference. 

A more serious defect of this theory is that it attempts 
to explain the reward from the side of supply only. As has 
been pointed out by certain critics, the mere fact of 
abstinence is of a purely negative character, and as such 
can hardly yield a return. To obtain a more balanced 
explanation it is necessary to turn to the side of demand, 
and to consider, not only what the lender asks for 
the use of his capital, but also what the borrower is pre¬ 
pared to pay for it. The amount that he is willing to pay 
depends obviously on the productive use that he can 
make of the capital. By its use he can increase the volume 
of production, or lower the cost of producing the existing 
quantities. For either purpose he is prepared to pay an 
interest which, so he calculates, will be at least, and 
probably more than, balanced by the additional output 
or economies. 

In some ways allied to the "abstinence” theory is the 
“agio” doctrine, wliich was largely developed by the 
Austrian school of economists. This theory, stated briefly, 
rests on the psychological principle that a person natur¬ 
ally prefers to enjoy things in the present rather than in 
the future. The question of risk, or any similar contin¬ 
gency, does not arise. It is assumed that, if a person is 
offered the choice of consuming a certain amount of goods 
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now, and of deferring the consumption of the same value of 
goods in a year’s time, he will normally prefer to have the 
immediate benefit, even though there is absolute certainty 
that the goods will be there to enjoy in a year’s time if he 
is prepared to wait for them. Even if he is offered, say, 
three per cent more in a year’s time, his impatience to con¬ 
sume in the present may still be too great to be affected 
by this small payment. But if the percentage offered 
were to rise to, say, five, then he might consider it worth 
his while to abstain from present enjoyment. The addi¬ 
tional amount payable a year hence is said to represent 
in effect the compensation for foregoing the benefit of 
present consumption. There is thus a time preference, and 
the theory resolves itself into the simple statement that 
interest is the price of time. 

The “ agio ” theory is incomplete in itself, partly because 
there are many lenders who, far from discounting the 
future as heavily as the advocates of the theory imagine, 
are, in fact, but little influenced by the rate of interest that 
is offered. The doctrine suffers also from the general 
criticism directed against the abstinence theory. However 
true the psychological statement may be, the fact still 
remains that interest is ultimately paid by the borrower, 
either because the capital has been used productively or 
because the money borrowed has in some other way 
rcmdered a service. We have observed in other branches 
of (economic valuation that no theory that attempts an 
explanation exclusively from the side of demand or of 
supply can be sufficient, and the theory of interest proves 
to be no exception. 

Supply Influences on the Rate of Interest 

Before proceeding, however, to examine the factors on 
the side of demand, which must have their place in any 
well-balanced theory, we may pay a little closer attention 
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to tite conditions of supply. People who lend their capital 
at a given rate of interest do not all provide this service 
with the same object in view. Some accumulate a surplus 
of revenue over expenditure independently of the rate of 
interest. They may be so concerned with providiUg a 
nest-egg for themselves or their dependants that the 
interest rate has little or no effect on the extent of their 
savings. Indeed, if their intention is to accumulate at 
compound interest a certain capital sum (whether directly 
through ordinary deposit savings, or indirectly through 
insurance companies), a rise in the rate of interest may 
induce a falling-off in savings, and vice versa. Or they may 
be so weU off that their savings are more or less automatic, 
in which event the direct influence of the rate of 
interest is inconsiderable. The importance of such lenders 
should not be under-estimated in considering the influence 
of the price of capital on the supply. The natural tendency 
in applying the general laws of value is to assume that a 
rise in the price evokes an increase in the supply and a 
contraction in the demand, but the principles of value, as 
ordinarily stated, have not an unlimited apphcation to the 
problems of distribution. While it is broadly true that a 
rise in the rate of interest discourages the demand, there 
is no necessary and automatic increase in the supply. 
Savings depend partly on conditions that have little 
direct connection with the rate of interest, as is evident 
from the fact that considerable capital accumulations took 
place in the days when the payment of interest was 
frowned upon by those in authority, and vras in many 
countries prohibited by law. 

The total supply of capital, however, that comes from 
those quarters which are uninfluenced by the current rate 
of interest is normally insufficient to meet the demand of 
industrialists and others, and at a certain point, therefore, 
one has to depend on a rise in the price to stimulate an 
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increase in the supply. From this point onwards thare is 
a certain correspondence between the interest and the 
supply of capital. Increases in the rate have the double 
effect of inducing people to save who previously were not 
saving at all, and of inducing those who, for one reason or 
another, were already saving something to set apart even 
larger amounts. The reasoning now becomes similar to 
that of the general theory of value. At whatever point 
the rate of interest settles, there is a marginal investor 
who is just j/ersuaded to lend some of his capital, or a 
marginal investment that one is just induced to make. 
Thus, without going through all the stages of the argument 
afresh, it may be generalized that on the side of supply 
the rate of interest tends to equal the value placed upon 
the marginal mvestment. This estimate is influenced by 
several considerations, varying with the individual and 
personal characteristics of the lender. Some incur some 
sacrifice when setting aside part of their income, while 
others experience no difficulty or irksomeness at all. If 
the former are marginal, i.e. if the rate of interest is just 
high enough to counteract the "painfulness” of saving, 
the latter, who receive, of course, the same rate on their 
investments, enjoy a form of surplus over and above the 
reward with which they would be satisfied under different 
conditions. 

' Demand Influences on the Rate of Interest 

To pass to the conditions of demand, there should be 
borne in mind from the start the different characteristics 
of the "investment” and "speculative” markets. The in¬ 
teraction of the forces in the demand in the two types of 
market is perhaps more readily observed at those times 
when trade is showing a marked improvement or decline. 
Under conditions of improving trade many people dis¬ 
pose of their gilt-edged stocks in order to acquire more 
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remraerative industrial diares, with crareqxmAg effeets 
OE tbe market prices of the respective securities. Coe- 
versely, wheE trade is declinmg, there is a teEdency to get 
rid of the comparatively risky shares, aud to concentrate in¬ 
vestment in safe government and trustee stocks, causing a 
fall of the market price of the one and a;* rise in the price 
of the other. In so far as there was merely a redistribution 
of the amounts already invested in one way or another, 
there would be little bearing on the supply of and demand 
for capital as a whole. But if a boom in trade caused a 
real shortage of capital and a general increase in the rate 
of interest, lenders might be persuaded to spend less and 
save more, and to the extent that they personally were 
benefiting from the boom in trade they would have 
increased quantities of capital available for investment. 
A slump in trade on the other hand might cause the rate 
of interest to fall very low, not so much because supplies 
of capital were over-plentiful as because the demand 
proved very limited. 

Taking all the forces on the side of demand into account, 
we may apply to them the marginal principles that have 
previously been examined at some length. In a similar 
fashion to ordinary consumers, borrowers tend to obtain 
a diminishing utility from successive units of loaned 
capital. When the rate is low, it is worth while to borrow 
capital for a variety of purposes, including the less as weU 
as the more important. When the rate is high, the capital 
is borrowed for the more essential uses only. As with 
commodities in general, a fall in the rate encourages 
existing borrowers to consume more, and to encourage 
new borrowers to enter the field. A rise in the rate has 
the opposite effects. People tend therefore to borrow 
capital up to that point at which the service derived from 
the marginal unit, as measured in money, is equivalent to 
the rate of interest. If they stop borrowing before this 
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point is reached, they are npt taking full advantage of the 
position. If they go beyond it, they are making a loss. 
Thus, to summarize the whole of the foregoing argument, 
the rate of interest tends on the side of supply to be 
equivalent to the reward for the marginal investment, and 
on the side of demand to be equivalent to the margmal use 
made of the capital. 



SECTION 35 
THE RENT OF LAND 

•'/.I. 

Pore economic rent represents the payment for the natural agent of 
production, as distinct from the payments for the factors supplied 
and controlled by man. It arises from, and is measured by, the 
difierential advantage of superior over marginal land. Rent la said 
to be not price-determining but price-determined. 

Analysis of Gross Rental 

Land, in economic terminology, represents the “natural" 
agent of production, and the reward for its use should so 
far as possible be distinguished from the payments for the 
man-made factors. Actually much land, in its everyday 
sense, consists of more than “the original and indestruc¬ 
tible powers of the soil, ” but contains, now inseparable 
from itself, additions of capital and labour, which cause 
its productivity, and therefore the reward, to be higher 
than that for the natural qualities alone. It is this in¬ 
separability, however, that makes it so difficult to study 
and estimate the pure rent alone, and that renders some 
of the reasoning and conclusions of certain of the older 
economists somewhat unreal. 

The gross rental of a piece of improved land is commonly 
analysed into the return to the capital invested, the reward 
to such labour and enterprise as have been applied to it, 
and the remainder which is considered to be the net eco¬ 
nomic rent. The first two types of income constitute the 
payment for man’s specific services, either directly by his 
labour or indirectly by the provision of capital. The third 
type, i.e. the rent, represents the value of the produce so 
far as this is in excess of the cost of the labour and capital 
put into the land. Though this theoretical distinction is 
valid up to a point, it is not always possible, especially 
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after a lapse of time, to differentiate between the respec¬ 
tive rewards. The improvements made as a result of the 
labour and capital become inalienable from the land itself, 
and for practical purposes there is nothing to be gained 
by attempting to deal separately with the component 
parts. 

The term "economic rent” is apt to be used in more 
than one sense, and the economic interpretation does not 
always coincide with the everyday usage of the term. For 
example, when houses were very scarce, and the Govern¬ 
ment had to control rentals in the interests of working- 
class tenants, prospective builders were reluctant to erect 
new dwellings for letting on the ground that they found 
difficulty in getting an "economic rent.” The rent to 
them meant, of course, a reward for their capital and 
enterprise. As the cost of the land itself bore, as a rule, 
but a small proportion to the total expenditure incurred, 
the description of the gross return in such terms was 
liable to give a false impression. 

The nature of economic rent depends on certain quali¬ 
ties which land possesses to a larger, or at any rate a 
more evident, extent than the other agents of production. 
Formerly these qualities were regarded as being exclusive 
to land alone, and therefore rent was considered to be a 
unique payment received for no other factor. But latterly 
it has become recognized that the qualities that evoke 
the payment of rent are not peculiar to land only, and 
that a reward akin to rent is to be found in the other 
kinds of income. The extent to which land and its reward 
are in a special position, and to which they are funda¬ 
mentally no different from the other agents and incomes, 
will become more evident as we proceed. 

A peculiar attribute of land is its relative durability. 
Its productive powers may, of course, dimin ish through 
insufficient care or maintenance, but the falling-off might 
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be in the yield to the artificial improvemaits rather than 
in the “origiiial" return from the land itself. Coupled 
with this is the comparative fixity of supply. It is true 
that some land has been reclaimed from the sea or former 
wastes, but for practical purposes the supply may be 
regarded as inelastic. Neither an increase nor a diminu¬ 
tion in the demand can have a material effect on the total 
quantity of land in existence, though it may, as will be 
observed more fully later, have an influence on the par¬ 
ticular kind of use for which land is offered. 

The "Extensive” and "Intensive” Margin 
OF Cultivation 

Further, as explained in an earlier section, land is esped- 
aUy subject to diminishing returns. Beyond a certain 
point the yield from a given unit of land begins to decline. 
In the early days of a community, when the supply of 
land in relation to the population is very large, the lia¬ 
bility to diminishing returns occasions little alarm, for at 
the first signs of a decline in productivity the cultivators 
turn to a fresh piece of land and so for a while keep up 
the average productivity. Their cultivation tends to be 
of the extensive variety, and they take more and more 
acres of land into cultivation, starting with the best or 
most accessible, and proceeding to those tracts that are, 
imder the prevailing conditions, just worth while de¬ 
veloping. They thus reach the "extensive margin” of 
cultivation. But, as the tracts successively brought into 
use decline in yield, it becomes worth while to cultivate 
the land more intensively, even though the returns show 
a certain rate of diminution. Thus an "intensive margin ” 
of cultivation is experienced. Evidently, under perfect 
conditions, the cultivators will so adjust their extensive 
and intaisive cultivation to the point at which there is 
equality in the respective returns. When, as in an "old” 
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country, all the land has been appropriated for some pur¬ 
pose or another, the extensive margin apparently loses 
its significance, and the farmer becomes primarily con¬ 
cerned with intensively cultivating his restricted area to 
the point at which the cost of raising the marginal amount 
of produce is just covered by the selling price. All this is in 
accordance with the general principles of price-determina¬ 
tion which we have already discussed. 

The Nature and the Rate of Rent 

The emergence of rent from these conditions can be 
easily illustrated, though it should be borne in mind that 
the circumstances of a simplified example are far removed 
from those of the complex system of to-day, and that it 
will be necessary later to make certain qualifications and 
reservations. The traditional method is to imagine an 
area of uninhabited and undeveloped land, consisting of 
tracts of varying fertility and accessibility, to which 
arrive a number of settlers. It is supposed that these 
settlers will appropriate for themselves the best land, 
having regard to situation as well as fertility. (There may, 
for instance, be richer land some miles distance from the 
place of settlement, but, even if this is known, the cost 
of bringing the produce all the way may so reduce the 
net yield that it is more advantageous to cultivate the 
inferior tracts that are nearer to hand.) Suppose for sim¬ 
plicity that all the best land, as thus defined, is in pri¬ 
vate possession when a second lot of settlers arrive. The 
choice is open to the new arrivals of taking the second- 
best land without making any payment, or of offering a 
rent to the first-comers for the use of the best land. It 
needs little demonstration to show that, assuming free 
bargaining on both sides, the rent will tend to be equal 
to the difference in net productiveness between the first- 
and second-grade land. It would not ordinarily be more, 
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for under such conditions the new settkrs would be better 
off cultivating the second-best land rent-free. It would - 
not, as a rule, be less, for this would imply an unusual 
generosity on the part of the first-comers. The same mode 
of reasoning may be applied in the event of a further in¬ 
cursion of new settlers or, in the course of time, a growth 
of the population. The land which formerly could be 
obtained rent-free now commands its price, while the land 
originally appropriated bears a still higher rent. Gradu¬ 
ally tracts of the third grade, fourth grade, and so on, are 
brought into use, and the rents of the grades superior to the 
last taken into cultivation are correspondingly increased. 

Though the cost of labour and capital applied to pro¬ 
ducing a given amount on the best land is less than that 
required on the inferior land, the respective crops do not, 
of course, sell for different prices, provided that their 
qualities are the same. As already demonstrated in 
the sections on valuation in general, the units are inter¬ 
changeable and sell for the same market price irrespec¬ 
tive of the varying costs that have been incurred on their 
account. 


Rent and Price 

The better tracts thus bear a rent that tends to be equal 
to their respective degrees of superiority over the marginal 
tracts. The marginal land, it should be observed, is not 
necessarily the worst land available. Its fertility may be 
relatively high, but the cost of cultivation and transport 
may be equally high, thus leaving no surplus. Obviously 
the price that the produce will fetch in the market is an 
important, in fact the chief, factor in determining the 
rent. The higher the price a farmer obtains for his crops, 
the greater will be the rent he can afford, and, if the land- 
owner takes full advantage of his power, be required to 
pay for the land. 
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In Ricardo's weU-known words, the price of “com is 
not high because a rent is paid, but a price is paid because 
com is high. . . . Rent does not and cannot enter into 
the least degree as a component part of price.’’ This con¬ 
clusion followed naturally from hypotheses that for long 
were accepted without question. Prices were determined 
by the interplay of supply and demand. The supply of 
land being comparatively fixed, the chief influence on the 
price of crops tended to be exercised from the side of 
demand. The price, at whatever level it was determined, 
would tend to fix the position of the margin, and at this 
margin no rent would be payable. Hence there could be 
no element of rent in the price. If the price were to rise, 
inferior land would be brought into cultivation, and the 
rent would go up; if the price were to fall, land that had 
hitherto been marginal would go out of cultivation and 
the rent would decline. 

The conception of “no rent” land is apt to cause diffi¬ 
culty, especially in an “old’’ country like England, where 
every acre appears to command a figure. A partial ex¬ 
planation is that the marginal land need not be in the 
country imder consideration. The price of corn in England 
is determined principally by conditions of supply and 
demand abroad. There is a world market for cereals, and 
the margin of cultivation at which the price is said to be 
settled and at which no rent is paid may be thousands of 
miles away. Yet even in this country there are tracts of 
land that are virtually in this position, but they often 
fonn part of a larger area for which an inclusive rent is 
paid. Were it possible to separate the respective parts, 
the most productive would command a higher rent per 
acre than that nominally charged, while the least pro¬ 
ductive would possibly bear no rent at all. 

It has to be realized, however, that the rent paid for agri¬ 
cultural land in this country is not entirely determined 
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< by conditions of productivity as popularly understood. 
Many people who acquire land look to "amenity" as 
much as to financial return and the rent that they pay 
or that they exact, according to the different circum¬ 
stances, cannot be expressed in terms of superiority over 
the marginal land in terms of ordinary agricultural pro¬ 
duce. In fact, a new form of margin arises, the amenity 
value being estimated at a higher level than the purely 
agricultural value. When all the land is appropriated, and 
the pressure of the population continues to grow, the land 
is said to yield a scarcity rent which, as distinct from a 
differential rent, can be held to enter into price. On this 
poS 'ibility more will be said below. 

The general relationship between rent and price can 
perhaps be better apprehended by considering what would 
happen if the rents were remitted. The tenants whose 
expenses were thus cut down could, if they wished, reduce 
the price of their wares in proportion, but they would be 
under no obligation to do so. The price, it may be re¬ 
peated, is equivalent to the costs at the margin of produc¬ 
tion, and at this margin there is no rent. The remission 
of rents, therefore, would not affect those conditions under 
which price was primarily determined. All that would 
happen, as a rule, would be that the rent that was formerly 
enjoyed by the landowner would now go to swell the 
income of the tenant. The prices of the products would 
remain as before and consumers, as a whole, would there¬ 
fore be no better off. 

Urban rents are created under similar conditions, though 
the percentage of true rent to gross rental is apt to be 
very small. The sums charged for the use of urban sites 
often consist to a large extent of payments for capital 
improvements. Nevertheless, the same general relation¬ 
ship subsists between rent and price. A district in which 
high prices can be obtained tends on that account to bear 
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comparatively high rents. If the rents were to be reduced, 
the prices would not necessarily, on that account alrnie, 
be cut down in proportion, if at all. This is true, of course, 
of pure site rent only; it does not apply to a reduction 
in gross rentals. If a reduction were made in the latter, 
it would benefit the marginal sellers along with the others, 
and marginal costs, and therefore prices, would be corre¬ 
spondingly diminished. 
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SECTION 36 

SURPLUS ELEMENTS IN INCOMES 

Thr Ricardian dcKstrine of rent has been modified ^n several directions. 
Many economists question the conclusion that rent does not enter 
into price. Others apply the general principle to other forms of 
income, dividing them into "costs” and "surpluses" according 
to whether the respective parts are price-detenmning or are price- 
determined. 

Qualifications of the Ricardian Doctrine 

In the previous section we stated the traditional theory 
of rent and its relation to the determination of price, 
adding Uttle by way of criticism and qualification. 
When Ricardo enunciated his theory over a century ago 
he was endeavouring to find a special explanation for the 
pa5mient made for the use of land. A special explanation 
was considered necessary, for this payment did not appear 
to be compatible with the cost of production theory of 
value then prevailing. The other factors of production, 
as then formulated, had their respective “costs.” Labour 
would not be forthcoming unless it was paid for; unless 
the wage was sufficient, not only for the subsistence of 
the workers, but also to bring up a new generation. The 
continuous supply of capital, too, depended on an ade¬ 
quate payment of interest. The quantity of these factors 
varied more or less with the rates of the respective re¬ 
wards, which could thus be expressed in a form consistent 
with the contemporary theory of value. Land, however, 
seemed to belong to a separate category. It was there 
from the beginning, and, apparently, would be there to 
the end. The quantity in existence would remain very 
much the same irrespective of the amount of rent that 
yras paid. Different from the other rewards, a high rent 
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woTjld not evoke a greater supply of land. Explanation 
therefore had to be sought on different lines. The indus¬ 
trial system was fast developing, and the sympathies of 
the economists and politicians of the day were more 
with the new capitalist manufacturers than with the 
landed classes who appeared to be battening upon the in¬ 
creasing wealth of the country. Wittingly or otherwise, 
Ricardo and his followers provided the apologists of the 
new industrial order with a powerful instrument where¬ 
with to attack the landowning classes, and even to-day 
the rent doctrine, suitably qualified, is employed by those 
who would appropriate “unearned increments” for the 
public benefit. 

The Ricardian theory has been modified in several direc¬ 
tions. Many economists have concentrated their criticism 
on the principle itself, and have attempted to show that 
the payment of rent does not differ fundamentally from 
the other forms of income; that land and its reward do 
not stand in the unique position claimed for them; that 
the notion that rent plays no part in determining prices 
is not altogether sound. Others, notably Marshall, have 
attempted to expand the doctrine in such a way as to 
throw light on distribution in general. Different from 
their predecessors, they hold, not that the payment is 
peculiar to land alone, but that an element of rent, or 
something like it, is to be found in all other forms of 
income. 


Rent, Price and Turnover 

There is no need for us to enumerate all the criticisms 
that have been directed against the Ricardian theory of 
rent: Some of them have proved ephemeral, being more 
concerned with the manner of expression than with the 
central idea. It is, for example, easy to show that high 
rents may go with low rather than with high prices. A 
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hackneyed iUustmtion in tbe popular expositW tlie 
BXgammt is to take a fashionable shopping centre in 
which high prices can be charged and heavy rents there¬ 
fore obtainable. But there may be, and often is, in such 
districts, a branch of a multiple store which charges 
the same prices for its wares as its sister stores in poorer 
and less fashionable quarters. Conversely, it is not un¬ 
usual to find prices of certain goods fairly high in centres 
where rents are comparatively low. The explanation, of 
course, is to be found, not in the profit on each article 
sold, but in the total volume of business and the resultant 
aggregate gain. The firm owning the above-mentioned 
store can afford to pay the high rents because it is able 
to effect a larger turnover of business than in a street 
where shoppers are not so numerous. The assistants are 
more continuously occupied, while the goods, owing to 
rapid replacement, are less liable to deterioration. The 
fact that the prices are low, while the rent is high, does 
not constitute a real criticism of the above deduction 
from the rent doctrine. It would, in such circumstances, 
be truer to say that high rents are the result of high 
gross profits rather than of high prices, but the essence 
of the argument remains unaltered. 

Another criticism of the relationship between rent and 
price is to the effect that, while particular rents are 
admitted to have no bearing on prices, rents in general 
cause prices to be higher than they need be—^higher, for 
instance, than they would be if it were possible, under a 
system of State control, to pool all the output, and, from 
the surpluses of the supra-marginal units, subsidize the 
infra-marginal units. In this way, it is claimed, the total 
amount of produce would be greater and the price less. 
Thus, indirectly, rent as a whole may be held to be a 
price-influencing factor. The limitations of this argument, 
however, are readily seen. While it may be true that the 
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spread*over of rents in this fashion would cause prices to 
be lower, the principle of the theory is not on that account 
disturbed. All that this theory states is that under pre¬ 
vailing conditions the owner of the better land is enabled 
to appropriate a rent equal to the superiority in fertility 
or situation over the marginal unit. The price of the 
product is equivalent to the cost of the margin at which 
no rent is payable. If the Government found it feasible to 
appropriate rents, and to use the proceeds to assist pro¬ 
duction on the sub-marginal units and thus to lower 
prices, a new set of conditions would be introduced, and 
the relationship to prices would be changed accordingly. 

Alternative Uses of Land 

A more vital criticism of the traditional doctrine is to 
be found in the fact that land can normally be used for 
more than one purpose, and that conditions may arise in 
consequence under which the position of the margin is 
apt to influence, as much as be influenced by, the price 
charged for the product. For example, a farmer might 
regard a certain tract as only just worth while cultivating 
for the growing of wheat. That tract, from the point of 
view of wheat growing, would be marginal and would bear 
no rent. But the same tract might be capable of yielding 
a surplus if a less costly crop were grown on it, or if it 
were used for pasture. The rent that it would bear for 
the inferior use would necessarily influence the marginal 
use made of it for growing wheat. The position of the 
margin might, in these circumstances, be influenced by the 
rent that had to be paid, and to that extent rent might 
be regarded as a price-determining factor. 

Similarly, if a railway company wished to lease or pur¬ 
chase a stretch of land in order to avoid a long and expen¬ 
sive detour, the margin imder such conditions would be 
very high indeed, and if the landowner took full advantage 
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of his position, the rent, or capitahzed purchase price 
based on it, would be correspondingly heavy. If one still 
maintained that the rent paid for this land was not in 
any way a price-influencing factor, it would be necessary 
to show that the fares and freight charges of the railway 
companies were determined by marginal r^way services 
in respect of which no rent was paid. It is well known, 
however, that railway companies have often had to pay 
inflated sums for the right of laying their tracks over 
certain stretches of land. The amounts thus laid down are 
naturally reckoned among the costs, and the charges are 
influenced accordingly. In such cases the rent, which is 
of the "scarcity” rather than "differential” kind, might 
be said to exercise a bearing on price not allowed for in 
the traditional doctrine. 

, Surplus Element in Interest 

As previously intimated, the rent theory has been ex- 
^ panded by certain economists so as to embrace part of 
the gross return to the other factors of production. As 
land and capital have much in common, the connection 
between rent and interest may be considered first. The 
inseparability of rent of land in its original form and 
interest on long-invested capital has already been re¬ 
marked. Much of the so-called rent is really a reward to 
the capital spent in improvement. But the connection 
can be shown, in certain circumstances, to be much closer 
than this. There are several types of capital instruments 
that are so durable, and come into and go out of exist¬ 
ence so slowly, that for comparatively long periods their 
quantity may be regarded as virtually fixed and subject 
to similar considerations as land itself. During a war, for 
instance, the production of many commodities, judged to be 
essential according to peace-time standards, is inevitably 
curtailed. Building, for example, comes almost to a 
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standstill, and, «n the termination of hostilities, the 
supply of dwelling-houses is apt to be far short of the 
dotnand. The owners of houses are thus tempted to raise 
their rentals, and, where permitted by the Government, 
usualy do so. Measures for the control of house-rents 
may be passed to prevent the owners from making an 
excessive charge. Those owners, however, whose property 
is not subject to public regulation, or becomes decon¬ 
trolled, may charge a rental much in excess of that with 
which, under less favourable conditions, they would have 
been satisfied. This excess, for the time that it can be 
charged, bears a strong resemblance to a true rent. 

Other illustrations of the same type readily spring to 
mind. The demand for a certain kind of commodity, 
owing perhaps to a vagary of fashion, may show an unex¬ 
pected increase. The article in question, however, may 
not be one that can be quickly turned out in larger quan¬ 
tities. Possibly it requires expensive machinery and other 
implements which one is reluctant to install in view of the 
uncertainty of the demand and the liability for this to con¬ 
tract as quickly as it expanded. In the meantime the price 
of the article may soar, and the owners of the existing 
stocks and machinery may make abnormal profits. Had 
they first invested their money on the chance of such an 
event, and stood therefore to lose as much as they made, 
the profits now gained might largely be described as 
earned, and not partaking of the nature of a rent. But 
circumstances frequently arise in which the owners of 
specialized and not quickly reproducible goods reap a 
harvest without any particular exercise of enterprise or 
good management. The additional income due to their 
good fortune resembles a rent more than a true interest 
or profit. It is not a pure rent for the reason that the 
supply of the commodity concerned is not incapable of 
increase, and that the extra revenue may in the course of 
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time dwmdle to nothing. Many writers, following lifcur- 
shall, designate such income as a "quasi-rent'’; others 
describe it as a "surplus” or an "unearned increment.” 

Surplus Element in Profits 

The notion can be extended, though udth increasing 
difficulty and uncertainty; to part of the profits of all 
supra-marginal firms. Suppose, for instance, that a num¬ 
ber of firms are engaged in making a standardized article, 
free of patents and other restrictions. The price, let us 
imagine, is 5s. At this figure firm X can just manage to 
carry on, its imit cost of production, including the mini¬ 
mum profit without which there would be no point in 
continuing in business, being equivalent to the price 
charged. Firm Y, owing to some special advantage in 
technical and administrative skill, is able to turn out the 
article at 4s. qd., yet still make its minimum profit. Firm 
Z, enjoying still better advantages, has a unit cost of only 
4s. 6d. If competition were very keen, the price might 
successively be reduced to 4s. qd. or 4s. 6d., but if the 
aggregate demand for the commodity at 5s. were sufficient 
for a time to absorb all the output of the three firms, it 
would be more profitable for firms Y and Z to continue 
to charge that figure than to fix a price nearer to their 
own costs. These firms thus enjoy a "producer’s surplus” 
which, it is claimed, has a certain resemblance to rent. 
The extra profit of 3d. or fid. does not, according to the 
above reasoning, enter into the price, which is determined 
at 5s. by the costs of the marginal firm. 

It may be maintained, on the other hand, that the very 
possibility of these high profits being made acts as an 
inducement to people to enter the trade; that if the average 
profits were at a lower level, the trade would be less attrac¬ 
tive, and the production and service of a lower order. 
Viewed in this light the high profits would be different 
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frotn rent in that they exercised some influence on the 
volume and character of production. Whereas a remis¬ 
sion or contraction of rent would not, according to the 
common argument, affect the supply of land, a reduction 
in profits would be liable to react adversely on business 
enterprise. 

The rent analogy is closer when we come to the profits 
of monopoly. Indeed, as will be evident from the fore¬ 
going, all rents depend on some degree of monopoly for 
their existence. The trust or other organization possessing 
some control over the goods offered for sale is, from one 
point of view, in a very similar position to the landowner. 
The price is fixed not so much by reference to cost as to 
" what the traffic will bear." Monopoly prices are not high 
because the monopolist’s profits are high; his profits are 
high because he is in a position to charge high prices. 
Subject to the various limitations on the power of the 
monopolist examined in a former section, a certain rela¬ 
tionship between economic rent and monopoly profits can 
be established. 

Surplus Element in Personal Incomes 

In the same way as one area of land possesses a natural 
advantage over another, so one person is better endowed 
than another, and on that account enjoys a larger income, 
whether in the form of a profit, salary or wage. In the 
above example, in which three firms had varjdng costs 
of production of the same standard article, the reason 
might have been found in the different qualities of the 
respective directors. Similar variations might be experi¬ 
enced in the incomes of professional workers and of wage- 
earners. Two men might begin on equal terms and with 
the same opportunities, and yet one of them might go 
ahead of the other and make a much larger income. The 
differences in the earnings of'professional and manual 
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workers are commonly attributed to the ex|)ensive train¬ 
ing undergone by the former. In so far as the training 
makes them more productive there is an explanation of 
the higher reward. The superiority in earning-power, 
however, is often out of all proportion to the interest eqtii- 
valent on the invested capital; more likely it is due to 
the comparative scarcity of the highly qualified persons 
who were fortunate enough in their early years to be 
given an expensive training. 

It was natural that the rent doctrine, having developed 
so far, should be further extended to those parts of per¬ 
sonal incomes that could be attributed to inherent or 
acquired qualities that placed the owner in an advan¬ 
tageous position. The notion of “personal rents,” how¬ 
ever, was soon seen to have its limitations. Even when 
the theory was restricted to inanimate factors of produc¬ 
tion, it was not always easy to single out the “unearned” 
part of the gross return, but when it was applied to the 
personal agents the relationship became even more tenu¬ 
ous. Where is one to draw the line between the part which 
is the “cost” (i.e. the minimum which must be paid to 
induce the supply of the service) and that which con¬ 
stitutes the “surplus”? It is easy to point to large in¬ 
comes made by highly skilled people, whose services are 
in great demand, and to say that the amounts are in 
excess of the minimum with which these people would, 
under less favourable conditions, be satisfied, but there 
is little to guide one in distinguishing between the two 
parts of the gross income. Individual differences in tem¬ 
perament and outlook make it difl&cult to lay down any 
general rule, for even if the dividing line could be ascer¬ 
tained for one person, it would afford but little assistance 
in estimating for another. 

The rent doctrine, however, with all its limitations and 
qualifications, does help to throw light on the system of 
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distribution as a whole. Though a rigid division of all 
incomes into " costs ” and “ surpluses " may not be prac¬ 
ticable, the conception is of service in suggesting that, 
in any scheme for redistribution, care should be taken, 
as far as possible, not to encroach on those rewards tlat 
are a prior condition of sustained production, but to 
concentrate on those types of income which, through 
extraneous or fortuitous circumstances, benefit the re¬ 
ceiver without exacting any specific service from him in 
return. 



SECTION 37 

REDISTRIBUTION THROUGH PUBLIC 
EXPENDITURE ‘ 

Thb income of the community is very unequally distributed, though 
there has been a certain improvement in favour of the earning 
classes during recent years. Public expenditure on the socim 
services has been one of the chief agencies in bringing about this 
improvement. The question of redistribution cannot be considered 
apart from the possible reaction on productive capacity. 

Inequality of Distribution 

That the social product is very unequally apportioned is 
evident to the most casual onlooker. Inequality is to be 
found in all nations and at all times. Statistical investiga¬ 
tions confirm the impression that one gains from general 
observation. Twenty years ago Professor Bowley esti¬ 
mated that I per cent of the income receivers took about 
30 per cent of the national income; that 5 per cent of the 
income receivers took over 40 per cent of the total income. 
Since then the ratios have undergone a moderate change, 
the net proportion going to the weU-to-do being now 
rather less than a generation ago. Inquiries in the United 
States have shown similar results, except that the concen¬ 
tration is not quite so acute as in this country. The 
National Bureau of Economic Research issued in 1922 a 
statement showing that i per cent of the income receivers 
in the United States received 14 per cent of the total 
national income. Differences in the methods of calculation 
in the two countries, however, prev^t a rigid comparison 
of the results from being made. 

But bald statements of percentages such as these are not 
very instructive, for they give no indication of the charac¬ 
ter or composition of the respective shares. More helpful, 
though only to a limited extent, are the estimates of the 
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pxoportkms commonly described as "earned” and "nn* 
earned.” In The NaUonal Income, 1924, Professor Bowley 
and Sir Joriah Stamp showed that the percentage of the 
social income taken in the form of wages rose from 43 per 
cent in 1911 to 44 per cent in 1924, and that other earned 
income increased its proportions from 32J to 34 per 
cent; i.e. the total earned income rose from 75I to 78 
per cent. (The share taken by "labour” in the United 
States was estimated by the National Bureau to be about 
two-thirds.) The total unearned income diminished, there¬ 
fore, from 24^^ to 22 per cent during the thirteen years. 
The actual falling-off in the unearned share, however, was 
probably greater than this. The income derived from the 
employment of one’s own capital in a private business is 
technically regarded as earned, but on conversion of the 
business into a company an income that formerly was 
viewed as a salary would now to some extent be classified 
as interest. During recent decades there has been a con¬ 
siderable amoimt of business reorganization, with the 
result that much income that used to be designated as 
earned comes now in the unearned category. On this 
account the ratio representing the unearned income in 
1924 is kept higher than it really should be. If it were 
possible to make a clear division of the total, the propor¬ 
tion of earned income would probably be greater than is 
indicated in the above figures. 

Public Expenditure as an Alternative to 
Wages Advances 

Considerable additions to the wages of the working 
classes have been made in recent times through the agency 
of the social services. In 1880 the value of these service 
was only about 8d. in the £ of wage-earner’s income. By 
1911 it had risen to is. lod., and, according to Professor 
Henry Clay's estimate, reached 2s. fid. in the £ by 1924. 
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At th,^ |H*e 9 i^t lime the proportion is ov«ff 15 j^wer cent, 
which is appreciahly greater than the percentage paid 
the average wage-earner in taxation. The benefits from 
pensions, health and unemplo3mient insurance subven¬ 
tions, poor relief, education, and several other public 
schemes, have thus assumed a place of the first importance 
in the real income of the majority of the population. 

The advocates of the social services are not all inspired 
by the same motive. Some frankly regard them as means 
to the socialist end. Others, though not sharing the social¬ 
ist view, believe that there are certain necessary services 
in which public is likely to prove superior to private ex¬ 
penditure. They maintain, for example, that there are 
many essential commodities which many people would not 
volimtarily acquire for themselves, even if they had the 
means. The individual is not always the best judge of 
what is best in the long nm for himself and his family, and, 
where private expenditure fails to provide such necessaries, 
public intervention and supply are justified. They aver, 
also, that these services can often be provided more 
efficiently and economically when they are regulated by a 
public department, which may have the advantage of 
centralized large-scale organization, as against scattered 
small-scale activities with the liability to overlapping 
and waste. 

But more important from our present standpoint is the 
submission that the addition to the worker’s real income 
by means of public expenditure on social services is to be 
preferred on some groimds to direct increases in standard 
money wages. Up to a point, we have previously 
explained, higher wages may pay for themselves, both by 
increasing the worker’s efficiency and by stimulating the 
employer to make more economic use of the resources at 
his disposal. But. after that point, additions to wages 
mean an increase in the employer’s costs of production, 
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and every time the standard rate is raised the marginal 
firms are severely affected. It is here that the advantage 
of indirect additions to income, through the agency of 
taxation and public expenditure, is claimed. About two- 
thirds of the State revenue is obtained from direct taxa¬ 
tion in one form or another, and the proportion tends if 
anything to increase. A distinctive feature of the income 
tax, which is the principal agency of direct taxation, is 
that it is capable of graduation in progressive degree as 
the net income of the taxpayer increases. Firms or 
individuals that fail to make a profit are not, of course, 
required to pay tax. The marginal firms also escape, 
while those making small profits pay only at a compara¬ 
tively low rate. Thus, the cost does not fall so heavily on 
the firms that are struggling for existence as it would do 
if the workers obtained direct wage advances wherewith 
to acquire the equivalent benefits. 

Public Expenditure and Production 

It may reasonably be objected to this method of aug¬ 
menting the worker’s income that the relationship 
between his specific productivity and his reward becomes 
increasingly indirect and remote, and that the wages of 
labour tend to lose much of their meaning. What, the 
critic might ask, is to prevent the worker from relying to 
a diminishing extent on the product of his own labour, 
and to a growing extent on the public services? Is not 
such a practice liable to have detrimental effects on the 
will to work and on the volume of wealth produced? Is 
it not a reversion, in a sense, to the notorious Speenham- 
land poor relief policy of a century ago, under which the 
assistance from the rates tended to become an important 
source of income of those who were in employment, as well 
as of those who were out of work ? 

The problem turns largely on the effects on production 
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in geoerat Id estimating these efiects, however, it is 
necessary to take a long view. Ccmipare, for examjde, 
the expenditure in keeping children a year or two longer 
at school, and that in pensioning off people a year or two 
before the present pensionable age. Both have the effect 
of limiting the years of employment. At the one end of 
the scale, the age of entering industry is deferred. At the 
other end, the retiring age is brought forward. A con¬ 
siderable body of opinion at the present time is in favour 
of one or both of these projects as a means of dealing with 
the unemplo5mient problem, if for nothing else. But, from 
the standpoint of ultimate productiveness, the schemes 
have not the same justification. A longer schooling of the 
proper kind is almost boimd to have beneficial effects on 
productive capacity in later years. Old age pensions, on 
the other hand, are to be defended more on humanitarian 
than on strictly economic grounds. Indeed if the pensions 
were large enough, and were granted at a sufficiently early 
age to encourage people to give up their emplo3ncnent 
while still proficient, the result might be a distinct econ¬ 
omic loss. On the contrary, in so far as their places were 
taken by younger workers, and the pensions were therefore 
more than offset by the saving in unemplo)rment benefit 
or relief, there would be an appreciable monetary gain, 
quite apart from the advantage of reducing unemplo3mient 
among the young and able-bodied, and giving some leisure 
to those in their declining years. 

Effects on the Beneficiary and the 
Taxpayer 

The economic effects of the social services depend to 
some extent on the personal character of the beneficiary. 
Where the grants are large enough, or are made under such 
easy or lax conditions as to make it a matter of small 
concern to an able-bodied person whether he exerts himself 
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CH not, the limits of wise expenditure have obviomdy 
been passed. A common criticism of the unemplo3rment 
insurajace scheme has been the difficulty of distingui^ilng 
between those who are genuinely in search of work and 
those (usually exaggerated in number) 'who prefer the 
“dole” to work. Similarly, there are many who contend 
that public expenditure on the maintenance of school 
children is liable to have undesirable effects upon the 
industry and the sense of responsibility of the parents. 

It is idle to deny the existence of such people who will 
take undue advantage of these services. The opportunity 
for abuse, however, is lessened when, and where possible, 
the assistance is given in kind and not in money. Where 
the benefits take the form of goods which the recipient 
would in any case have had to buy, either with his own 
wages or with the money received from the State or local 
authority, there is little to choose between the two ways of 
granting assistance. But where they are of a kind which 
a person or his dependants really need, but which would 
not in the ordinary way be acquired, the deterrent to 
effort and responsibility is not so serious, and the liability 
to a contraction in the total production is not so great. 
Few now would maintain that every individual is the best 
judge of all his needs. Even if he were, his resources would 
not always be adequate to provide for them. In such cases 
the State can supply the necessary services out of public 
funds with little fear that the recipient will on their account 
diminish his economic activity. 

The specific effects on the taxpayer are equally difficult 
to estimate with any accuracy. The reactions are partly 
physical, partly psychological. They are physical in so 
far as taxation encroaches upon the supplies of capital 
necessary for present and future production and diverts 
consumption from useful to comparatively wasteful chan¬ 
nels. They are psychological in so far as people are 
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discouraged from accumulating iSajutal or from embarking 
on new ventures. Often the two sets of reactions are * 
closely bound together, and are cumulative in their joint 
effects, which, in a country like Great Britain espedally, 
may have international repercussions. ^The events of 
August, 1931, showed how closely the social and financial 
conditions of the nation were interwoven, and how a 
maladjustment of the entire mechanism culminated in a 
political crisis of the first importance. To enter upon a 
discussion of such matters would take us beyond the set 
limits of the present work, but enough has been said, 
perhaps, to indicate their close bearing on the efficacy of 
the industrial system. ^ 

* For an inquiry into the nominal and real cost of the social services, 
and an analysis of the economic effects of taxation, reference may be 
made to the author's Taxation: Its Incidence and Effects (Macmillan, 

1931)- 
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